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concludes that while most Americans have experienced progressively 
higher living standards in recent decades, an underclass group has 
emerged without the wherewithal to support itself or improve its 
economic situation. Government policy has played a role in creating 
this state of affairs. This suggests that reform of welfare policy 
should take a high place in the agenda of policymakers in the near 
future. The major themes of the study are the following: (1) income 
is the best measure of economic progress and prosperity; (2) people 
respond actively to incentives in making economic decisions; (3) 
often public policy has led to results far different than what was 
intended, because incentive effects were not sufficiently heeded in 
initial policy determinations; and (4) the major cause of economic 
inequality in the United States is variation in labor force 
participation. Any meaningful change in the system should reduce the 
debilitating disincentive effects on work in order to induce 
voluntary enhanced labor force participation. (Author/PS) 
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LETTER OF TRANSMITTAL 



December 2, 1986. 

Hon. David R. Obey, 

Chairman, Joint Economic Committee, Congress of the United 
States, Washington, DC. 

Dear Mr. Chairman: Transmitted herewith is a new study of the 
Subcommittee on Trade, Productivity, and Economic Growth enti- 
tled "Poverty, Income Distribution, the Family and Public Policy." 
This study was prepared by Professors Lowell Gallaway and Rich- 
ard Vedder of Ohio University under contract from the Joint Eco- 
nomic Committee. 

The authors analyze various measures of economic well-being to 
establish how these may have changed over time. The authors con- 
clude that while most Americans have experienced progressively 
higher living standards in recent decades, an underclass group has 
emerged without the wherewithal tQ support themselves or im- 
prove their economic situation. Unfortunately, government policy 
has played a role in creating this tragic state of affairs. This sug- 
gests that reform of welfare policy should take a high place in the 
agenda of policymakers in the near future. 
Sincerely, 

Daniel E. Lungren, 
Vice Chairman, Subcommittee on Trade, 

Productivity, and Economic Growth. 
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FOREWORD 



By Representative Daniel E. Lungren 

The current economic expansion, one of the longest since WW II, 
has clearly improved the American standard of living. Real median 
family income has increased for 3 years in a row, and over 11 mil- 
lion new jobs have been generated. Moreover, the upward trend in 
the poverty rate, which started in the 1910% has been broken. In 
1983 there was no statistically significant change in the poverty 
rate, and it has declined in each of the following 2 years. 

Furthermore, the distribution of income has not changed appre- 
ciably in recent years. Indeed, the distribution of income has re- 
mained remarkably constant for many decades. As the economy 
and family income expanded over the years, the benefits have been 
broadly shared by the different income groups. The recent Ameri- 
can record of economic, employment, and income growth compares 
favorably with most advanced industrial nations. 

The adoption of growth oriented economic policies in the early 
1980's has generally been successful. The average American is now 
better off than in 1980, when the economy was mired in stagfla- 
tion. Real median family income rose in 1985 to $27,735, compared 
to a level of $27,446 in 1980. Most importantly, the economic gains 
of recent years have not been founded on an accelerating inflation 
which would necessitate painful corrective measures in future 
years. These gains will not be erased by harsh actions to contain 
runaway inflation; to the contrary, inflation is currently at very 
low levels. 

Despite cur progress in achieving noninflationary economic 
growth, there is little ground for complacency. Some serious prob- 
lems remain which must be addressed. Among the most pressing of 
these is the emergence of an underclass apparently severed from 
normal labor market participation. This underclass, composed of 
all ethnic groups, has grown over the last two decades through 
good times and bad, seemingly oblivious to economic trends. This 
group represents an immense waste of human potential: economic, 
cultural, and personal. The promise of millions of lives goes unful- 
filled, leaving misery, frustration, and anger. This is a national 
tragedy. 

Government policy has devised a number of well intentioned wel- 
fare programs in an effort to help the poor. The evidence presented 
in this study suggests that the effect of these programs since the 
early 1970's has been counterproductive, indeed, that they have 
greatly exacerbated the very problems they were intended to solve. 
We have, in fact, created a new form of poverty— "welfare chained 
poverty." In a tragic paradox the intended beneficiaries have 
become unintended yet real victims. Given the great economic and 

(V) 
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human costs of this failure, welfare reform should be placed at the 
top of the public agenda for timely consideration. 

This provocative report is not based on rhetoric or politics, but 
on rigorous economic analysis based on extensive empirical re- 
search. While meeting the highest standards of scholarship it is yet 
accessible to the general public. While I don't necessarily agree 
with all of its conclusions, this report, along with other studies, 
merits the serious consideration of the 100th Congress. 
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POVERTY, INCOME DISTRIBUTION, THE FAMILY AND 
PUBLIC POLICY 

By Lowell Gallaway and Richard Vedder* 



I. CHANGING TRENDS IN INCOME AND ITS DISTRIBUTION 

A debate has reemerged in recent years that has surfaced fairly 
regularly since the beginning of the Republic. To what extent has 
economic progress and growth meant higher income and greater 
welfare for the people? Have all groups of Americans shared in any 
gains that have occurred? Are the poor being treated fairly? Is pov- 
erty being eradicated? These issues arise in a number of contexts, 
including policy debates over expenditure reductions, tax revision, 
and sometimes even economic regulation. 

The well-being of any group of persons depends in part on the 
availability of goods or services. Wnile "man cannot live by bread 
alone," few would deny that "bread" and other material goods and 
services contribute to the betterment of the human condition. Ma- 
terial things are purchased with income, and most people seem to 
prefer more income to less. In the technical jargon of economics, 
the marginal utility of income is believed to be positive. 

Existing statistics of income and its components are imperfect as 
measures of economic welfare. Much income is excluded, either be- 
cause it takes place outside of markets (e.g., homegrown vegetables, 
household services), or is hidden in the underground economy (e.g., 
the drug trade, some unreported labor income). Leisure provides 
satisfaction, yet is not included in the national income accounts. 
Adjusting nominal income figures for changing currency values is 
not error free. Certain social costs (e.g., pollution) subtract from 
our economic welfare but are not recorded in our accounting. 

Still, for all the data imperfections, social scientists rely on ag- 
gregate income statistics to make some statements about the 
changing welfare of people. Despite the problems, significant in- 
creases in income or consumption are sensed by the public to sug- 
gest positive gains in economic welfare, while decreases are sensed 
to suggest losses in such welfare. 

Trends in Income and Consumption 

Probably the most commonly used indicator of income available 
to individuals is personal income. It is a measure of payments re- 
ceived by individuals from work, from ownership of capital and 
natural resources, or from governmental transfer payments. Gener- 
ally, in making interspatial or intertemporal comparisons, personal 



•Messrs. Gallaway and Vedder are professors of economics, Ohio University, Athens, OH. 
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income is placed on a per capita basis to take account of variations 
in population. For example, personal income per cap:ta is the 
standard indicator used by the Department of Commerce in analy- 
sis of regional economic trends. For some purposes, the statistic 
that is sometimes preferred is disposable personal income (personal 
income after income taxes), since it is the best indicator of finan- 
cial resources available to individuals for their disposition. 

In evaluating income trends over time, correction must be made 
for variations in prices. Since our interest is in the purchasing 
power of individuals and families, an index of consumer prices is 
probably the most appropriate means of converting nominal values 
into dollars of constant purchasing power. For this purpose, the 
Consumer Price Index (CPI) is most often used. At the same time, 
however, the CPI was widely criticized for overstating inflationary 
pressure during the seventies and early eighties. The impact of 
rising interest rates on mortgage payments used in the housing 
component of the CPI led to the index rising faster than the real 
cost of consumer goods and services, in the judgment of many. 
Therefore, some persons prefer the personal consumer expenditure 
(PCE) component of the gross national product price deflator as a 
measure of changing consumer prices. 

Table 1-1 looks at trends in real personal income per capita from 
1950 to 1985, measured four ways: personal income per capita de- 
flated by the CPI; personal income per capita deflated by the PCE 
price index; disposable income per capita deflated by the CPI; and 
disposable income per capita deflated by the PCE index. All num- 
bers are expressed in 1982 dollars. The numbers are also expressed 
in index form, with 1970=100. 



TABLE 1-1. — TRENDS IN REAL PER CAFiTA PERSONAL INCOME IN THE UNITED STATES, 1950-85 



Income measure 1 


Price 
index 


1950 


i960 


1970 


1975 


19S0 


1985 


Personal income 


CPI 


$6,080 


$7,445 


$10,165 


$10,996 


$11,713 


$12,451 


Personal income 


PCE 


5,704 


6,885 


9,455 


10,279 


11,448 


12,327 


Deposable personal income 


CPI 


5,531 


6,527 


8,745 


9,568 


9,947 


10,588 


Disposable personal income 


PCE 


5,220 


6,036 


8,134 


8,944 


9,722 


10,483 




Indexed values: 1970 


= 100 










Personal income 


CPI 


59.8 


73.?. 


100.0 


108.2 


115.2 


122.5 


Personal income 


PCE 


60.3 


72.8 


100.0 


108.7 


121.1 


130.4 


Disposable personal income 


CPI 


63.2 


74.6 


100.0 


109.4 


113.7 


121.1 


Disposable personal income 


PCE 


64.2 


74.2 


100.0 


110.0 


119.5 


1289 



1 All numbers ire in 1982 dollars, deflated by the tr&ated price index. 



Source: Authors' calculations from US Department of Commerce data 

The table suggests that by any measure, real income has risen 
very substantially over time. The growth of total per capita person- 
al income is greater than the growth of per capita disposable per- 
sonal income, since income taxes have absorbed a greater share of 
income over time. With all indicators, real per capita income ap- 
proximately doubled from 1950 to 1985, suggesting average annual 
growth rates approaching 2 percent a year. One striking thing is 
that with all indicators, there are no periods of decline. Real 
income (however measured) per capita is always higher than at any 
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previous date included in the table. The evidence, then, clearly 
points to sustained economic progress. 

Some writers, using different data, have observed a decline or at 
least a stagnation in income in the past decade or so. 1 The basic 
Department of Commerce per capita personal income data certain- 
ly do not support that view. Table 1-2 shows compounded annual 
raies of growth in personal income, variously measured, for the 
last three 5-year periods. There is no indication of decline or level- 
ing off in real income. For the 1980-85 period, for example, the 
smallest annual growth rate is calculated to be 1.23 percent. 

TABLE 1-2.— ANNUAL GROWTH RATES, REAL PERSONAL INCOME, 5-YEAR PERIODS, 1970-85 

Tyfc of mwie - 1970-75 1975-8C 1980-85 

Disposable personal income CPI.,.,... 1.82 0.78 1.26 

Disposable personal income PCE 1.92 1.68 1.52 

Personal income CPI 1.58 1.27 l.?3 

Personal income PCE 1.69 2.18 1.49 

Sowce Authors' cjfcuUtws. see tttte 1-1 for tos* data from US Department of Coarw. 

While income growth after 1970 clearly fell dramatically from 
the unusually high levels of the 1960's, the notion that growth 
rales are continuing to fall has at best limited support, and che 
notion income growth has stopped has no support whatsoever. 
Figure 1-1 shows how for disposable income, growth after 1980 was 
substantially greater than during the 1975-80 era, when prices are 
measured by the consumer price index (although they are slightly 
less when measured by the PCE price deflator). The notion that 
economic conditions are becoming more onerous for the American 
population finds no support in these figures. 

1 See, for example, Sheldon Danziger and Peter Gottschaik, "How Have Families With Chil* 
dren Been Faring?" (Washington, DC. Joint Economic Committee, Congress of the United 
States, November 1985) or their "Families With Children Have Fared Worst," Challenge, 
March/April 1986. 
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1975-88 1988-85 

It is generally acknowledged that the goal of economic activity is 
consumption. Investment spending, while highly desirable, is not 
an end in itself, but rather is a means to increase our ability to 
purchase consumer goods in future time periods. Steel mills are 
useful, but only because processed steel can provide consumers 
with enjoyment, be it in the form of automooiles, refrigerators, vid- 
eotape recorders, etc. Thus, real per capita consumption spending 
may well be the best single indicator of the economic welfare of a 
given population. 

Table 1-3 shows trends in real per capita consumer spending, 
using the CPI as the basis for obtaining inflation-adjusted esti- 
mates. The table indicates real consumer spending rose continuous- 
ly over time, with the rate of increase accelerating in the sixties, 
returning to 1950's growth rates in the early seventies, then slow- 
ing even more in the late seventies, a period when there was much 
talk about "the age of limits 11 and the necessity to reduce consumer 
spending for one reason or another. The early eighties has wit- 
nessed a revival of consumer spending growth at a level remark- 
ably similar to that of the fifties and early seventies. While the 
recent spending growth record using the PCE price index is some- 
what less favorable, it shows continued rising real consumer ex- 
penditures per capita, and no evidence of increasing economic 
hardship in the citizenry. 
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TABLE 2-3.-REAL CONSUMPTION EXPENDITURES IN THE UNITED STATES, 1950-85 



Real coftsumptiM Annual growth 
pet capita. 1982 from pfwocs 
OoOars date (recent) 



1 90 V. ...... 

1970 

1975....... 

1980...... 

1985 ...... 



1950 

1960 



5,122 
6,011 
7,823 
8,479 
8,985 
9,762 



1.61 
2.69 
1.63 
1.17 
1.67 




Sources US Department ol Commerce art authors' calculations. 



Trends in the Distribution of Income 



It is generally believed that the overall level of economic welfare 
in a society depends not only on the average level of income, but 
also on the distribution of that income among the population. In 
part, this is because the satisfaction derived from an additional 
dollar of income may be greater for lower income persons than for 
the relatively well to do. While economists generally assume 
income is subject to such "diminishing marginal utility," that as- 
sumption cannot be empirically verified owing to our inability to 
precisely measure satisfaction. It may well also be true that indi- 
vidual satisfaction depends not only on absolute income levels, but 
on one's income relative to other persons. 

The measurement of income inequality is not without its prob- 
lems. Probably the single best measure of income inequality is the 
Gini coefficient. A Gini coefficient with the value of zero indicates 
perfect income equality— everyone has exactly the same income. A 
Gini coefficient equal to one indicates perfect income inequality- 
one person has all the economy's income, and everyone else has no 
income whatsoever. 

Gini coefficients of 0.50 or even higher have been recorded in 
many societies, and there is considerable evidence that in the early 
years of the American Republic, income was more unevenly distrib- 
uted than today. 2 There is no question income inequality was 
markedly reduced from 1929 to 1947. Since 1947, the Gini coeffi- 
cient has moved up and down within fairly narrow bounds, ranging 
between a low of 0.348 in 1967 to 0.383 (19S4). Figure 1-2 illustrates 
the trends. The 1984 figure is only moderately higher than the 



2 We are particularly impressed with the historical work of Lee Soltow on both income and 
wealth. Soltow feels that income and wealth were mote unevenly distributed in the early days 
of the Republic See, for example, his "Economic Inequality in the United States in the Period 
From 1790 to i860." Journal of Economic History, December 1971, "Evidence of Income Incqual* 
ity in the United States. 1866- 1%5," Journal of Economic History, June 1969; Men and Wealth 
m the United States, 1 850- 1 870 (New Haven. Yale University Press, 1975); "Kentucky Wealth at 
the End of the Eighteenth Century," Journal of Economic History, September 1983; "Distribu- 
tion of Income and Wealth," in Glenn Porter, ed., Encyclopedia of American Economic History, 
vol. 3 (New York. Charles Scribner's Sons, 1980); and other articles. Recent work using an ex- 
traordinary housing survey taken in the 1790's has reaffirmed Sohow's view that income and 
wealth inequality were far greater around 1800 than today. 

The Soltow view, while widely respected, is nM universally held. See, for example, Jeffrey G. 
Williamson and Peter H Lindert, American Inequality. A Macroeconomic History (New York. 
Harcourt Brace Jovanovich for the Institute for Research on Poverty, 1980). For a balanced dis- 
cussion, see Robert Gallman, ' ,.te Pace and Pattern of Economic Growth/' in Lance Davis et 
a!., eds., American Economic Grvicth (New York: Harper & Row, 1972). 
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0.379 recorded in 1950. It is essentially true that the measured Gini 
was unchanged in the third of a century from 1950 to 1984. 




That statement, however, ignores a clear downward tendency in 
the Gini (reduced inequality) from 1947 to 1967, followed by a rise 
in the Gini in most .years from 1967 to 1984. The graph gives little 
support for those who associate changes in income distribution 
with the political party controlling the government. For example, 
many believe "Democrats help the poor while Republicans favor 
the rich." It is true that measured inequality fell during the ad- 
ministrations of Presidents Kennedy and Johnson, but is also true 
the sharpen. 3-year drop in the Gini coefficient was during the ad- 
ministration of President Eisenhower. Similarly, while the Gini has 
risen since President Reagan took office, the rise is a continuation 
of a trend observed during the administration of his predecessors, 
Presidents Ford and Carter. It is very difficult to attribute trends 
in inequality to the political ideology of the administration control- 
ling the executive or, for that matter, the legislative branch of gov- 
ernment. 

The reported changes in measured inequality significantly mis- 
represent true changes in the relative economic status of various 
income groups for two major reasons. First, the data exclude non- 
cash payments, such as medicaid, food stamps, surplus food distri- 
butions, etc. Those payments are targeted, imperfectly to be sure, 
for lower income groups. Their exclusion from the Department of 
Commerce definition of income leads to an overstatement of 
income inequality. Moreover, the degree of overstatement has 
changed over time, being very little or none in the early years of 
figure 1-2, and relatively more substantial after the mid-1960's. It 
is entirely possible that if noncash payments were included, the re- 
ported rise in the Gini after 1967 would not be observed. Annual 
data on the value of noncash payments are not available except for 
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the period since 1979, and the precise distribution of these benefits 
is not completely clear. One thing is fairly certain: noncash pay- 
ments are directed far less toward persons below the poverty line 
than is generally believed. In 1983, for example, 49.% percent of 
households receiving one of the four major noncash benefits were 
above the poverty level. 3 Those benefits were medicaid, reduced 
price school lunches, food stamps, and public housing. Also, 41 .1 
percent of households below the poverty level received no major non- 
cash benefits. 4 Even the most ardent defenders of current public as- 
sistance programs will concede the programs do not target the poor 
population with any precision. 

A second reason why the reported income inequality dataware 
highly misleading is that they fail to take account of major demo- 
graphic shifts in t\.e population that have tended to bias the trend 
in the Gini coefficient upward from what any reasonable concept of 
income inequality would suggest is appropriate. Over a lifetime in- 
comes vary with age, even in the most militantly egalitarian soci- 
eties. It is not only accepted that 5-year-old children have lower in- 
comes than their 35-year-old parents, but that they should have 
lower incomes. While perhaps less universally accepted, most per- 
sons probably would think it reasonable that 80-year-old persons 
should have lower incomes than 50-year-old .ones, if for no other 
reason than the 50-year-old persons are typically saving for retire- 
ment, whereas 80-year-old persons can afford to forgo saving (and 
perhaps dissave) because of limited life expectancy. 

In a world where everyone had exactly equal lifetime incomes, 
there would be some observed income inequality at any given point 
of time because of what Meno Lovenstein has termed "senescent 
inequality" — variations in income solely related to age. Morton 
Paglin has created a Paglin-Gini coefficient that measures non-age 
related inequality. 6 Writing in the late 1970's, Paglin's data show 
no rise in the Gini after 1967. For example, while the unadjusted 
Gini coefficient rose between 1967 and 1975 by 0.010 (from 0.348 to 
0.358), the Paglin Gini fell by 0.007 (from 0.245 to 0.238). This was 
because the proportion of the population in the inherently low- 
income groups (minors and persons over 65) increased markedly. 
As that proportion begins to decrease, the Paglin Gini should begin 
to rise even more than the unadjusted Gini coefficient. In other 
words, age-adjusted income inequality may have risen more than 
the official data suggest. Remember, however, that these data fail 
to take into account noncash incomes. Because of that, the magni- 
tude of distributional changes in the past decade is not precisely 
certain. The trends in income inequality are further altered by 
looking at unrelated individuals. The discussion above is based on 



9 See U.S. Bureau of the Census, Current Population Reports, series P-60, No. 148, and series 
P-70, No. 4, for more on noncash benefit programs. 

* The pioneering work on the impact of noncash transfers on the income distribution was done 
by Edgar K. Browning. See his "How Much More Equality Can We Afford?" The Public Interest, 
spring 1976, or his "Trend Toward Equality in the Distribution of Net Income," Southern Eco- 
nomic Journal, July 1976. The impact of noncash payments in the distribution of the tax burden 
is taken up in Browning and William R. Johnson, Distribution of the Tax Burden (Washington, 
DC: American Enterprise Institute for Public Policy Research, 1979). 

* Morton Paglin. "The Measurement and Trend of Inequality: A Basic Revision," American 
Economic Review, September 1975. The Paglin paper provoked a large number of comments, and 
Paghn's reply, in the June 1977 issue of the American Economic Review. 
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family income, but the size and relative importance of families has 
changed over time. The trends in income inequality for "unrelated 
individuals" differ somewhat, raising the possibility that income 
distribution depends in part on the nature of living arrangements. 

Table 1-4 explores changes in income inequality for six different 
groups over time. During the fifties, measurer* equality decreased 
moderately for white families, but increased moderately for non- 
white families (for whom income inequality was already greater). 
Inequality grew sharply, however, for all groups of unrelated indi- 
viduals. In the sixties, inequality declined for all groups, but most 
for unrelated individuals and nonwhites, the groups that had in- 
creased inequality the previous decade. 

TABLE 1-4.— CHANGES IN INCOME INEQUALITY, 6 GROUPS OF THE POPULATION, 1950-83 



Cm* coeffoait art changes in Cwi— 

1949- 1959-61 1969-71 1979-81 1984 
51 

Gnj Gmi Otange Gtni Change Gmi Change On Chang* 



All families 373 .366 -.007 .353 -.013 .367 +.014 .383 +.016 

White families 362 .355 -.007 .345 -.010 .356 +.010 .371 +.015 

Nofrwhite families 408 .415 +.007 .389 -.026 .415 +.026 .439 +.024 

All unrelated individuals 486 .513 +.027 .477 -.036 .438 -.039 .445 +.007 

White unrelated individuals 484 .508 +.024 .475 -.033 .431 -.044 .439 +.008 

Nonwhite unrelated individuals 462 .507 +.045 .469 -.038 .465 -.004 .474 +.009 



Sources: US. Depart—* <* Commerce and authors' captations. 

During the seventies, measured inequality for families rose no- 
ticeably using the official figures (which, again excludes demo- 
graphic shifts and noncash income), but inequality fell again for 
unrelated individuals, sharply for whites, very modestly for non- 
whites. Since 1979-81 (3-year averages were used to minimize dis- 
tortive effects of using a single year observation), inequality has 
risen for all groups, but more so for blacks and other nonwhites. 

Trends in Poverty in America 

While concern about the overall distribution of income is real, 
most observers would agree the most critical income inequality 
issue relates to the lower end of the income distribution; namely, 
the poor. The eradication of poverty would seem a laudable goal, 
and indeed in the 1960's, the Federal Government launched a 
"war" on poverty. 

Poverty has been defined in many different ways. In some sense, 
poverty is a relative concept. People who would be considered 
"poor' in the United States might be considered well-to-do, even 
rich in Nepal or Haiti. Similarly, persons considered wealthy in Co- 
lonial America might be considered poor today. Accordingly, a case 
can be made for defining poverty in a relative sense. Victor Fuchs, 
for example, has suggested defining a poor family as one with an 
income less than one-half the median. 6 



6 Victor Fuchs, "Redefining Poverty and Redistributing Income." The Public Interest, summer 
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An alternative approach to the definition of poverty proceeds 
from the assumption that a poor person is one who fails to have 
resources to buy a particular bundle of goods and services per- 
ceived necessary to have a minimally acceptable standard of living. 
It is an absolute definition of poverty, related to a particular 
income level. This is the approach adopted by the Federal Govern- 
ment in the 1960's when it defined poverty. Originally it was estab- 
lished that the poverty line for a family of four was approximately 
$3,000. Although there has been some refinement in the poverty 
definition, essentially the original approach is still used, with the 
poverty line redefined annually to take into account inflation, as 
measured by the consumer price index. 

Figure 1-3 shows the trend in poverty (as defined by the Federal 
Government) since 1953. The rate fell steadily throughout the fif- 
ties and sixties, but has actually risen since the early seventies. 
Most of the modern decline in the poverty rate had already oc- 
curred by the mid-sixties, when the "War on Poverty" was declared 
as a matter of national policy. 

The U.S. rlvwS fc?e, 1953-84 



1958 1955 1968 1965 1978 ' 1975 1998 1994 

The absolute definition of poverty would seem to suggest that 
poverty should be gradually eliminated as economic growth occurs, 
since growth raises incomes of the population and, barring some 
dramatic shift in income distribution, this shruld push some poor 
persons above the poverty threshold. As indicated above, all of the 
standard income per capita measures show continued increases 
over time. 

Figure 1-4 shows the relationship between the poverty rate and 
one measure of income growth, real disposable income per capita. 
It is observed that before about 1970, there was a clear tendency 
for the poverty rate to fall as the income level rose. Since 1970, 
however, the two curves have moved more parallel to one another, 
with continued increases in income levels not having a consistently 
negative impact on the poverty rate. Indeed, there are years when 
a rather perverse relationship occurred — poverty rose while real 
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disposable income per capita also rose. The breakdown in the tradi- 
tionally strong negative association between the rate of poverty 
and the rate of economic growth is a subject which we will explore 
in coming pages. 



Fiiure 1-4 

The Poverty Unit uti RetOisposftlle InooNe, 1953-1984 



1-4 



258 
208 

158 
108 
584 





^SPoverts Rate 




\ Real Per Capita Disposable ~ 







1955 1968 19(5 1970 1975 1980 1984 
Both VariaMes Indexed Kith 1978400 

Trends in the aggregate incidence of poverty ignore important di- 
vergences in changes in the poverty condition of various groups 
within society. Tables 1-5 and 1-6 report a wide variety of poverty 
rates for 1984 classified according to age, race, family status, resi- 
dence, etc. The variations are striking. 

TABLE 1-5.— POVERTY RATES FOR VARIOUS COHORTS, UNITED STATES, 1984 



Population characteristic 



Number n 
poverty 1 



Age: 

5 Of under 5,114 15.2 24.0 

6 to 15... 7.018 20.8 20.7 

16 to 21 3,954 11.7 16.5 

22 to 44 9.886 29.2 9.4 

45 to 64 „ 4.398 13.1 9.9 

65 and over 3,330 9.9 12.4 

Race and Spanish origin: 

White 22,955 68.1 11.5 

Black 9.490 28.2 338 

Spanish origin (any race) „ 4,806 14.3 28.4 

Sex: 

Male 14,537 43.1 12.8 

Female 19,163 56.9 15.9 

Region of residence: 

Northeast 6,531 19.4 13.2 

Midwest 8,303 24.6 14.1 

South 12,792 38.0 16.2 

West 6,074 18.0 13.1 
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TABLE 1-5.— POVERTY RATES FOR VARIOUS COHORTS, UNITED STATES, 1984— Continued 



ft*Ut«i*»xtemtc Nj^r ,£««J^ tortt'*' 



E.nptoyment experience: 3 



Worked 50 to 52 weeks....- 


3,022 


4 13.6 


38 


Worked 1 to 49 weeks 


6,082 


4 27.3 


14.6 


Did not work 


13,115 


4 59.0 


22.1 


Educational experience 5 










1,759 


4 26.9 


21.5 




1,469 


4 23.1 


19.6 




2,056 


4 32.3 


9.5 


1 or more years college 


1,075 


4 16.9 


4.8 



1 to thousands. 

* Those below poverty fine as percent ol group 

'Pcputabon 1$ years or over. 

4 As percent of relevant population. 

» Of householders 25 years of age or more. 

Source: U S. Bureau of the Census. "Current Population Reports." series P-60, No 149. 



TABLE 1-6.— POVERTY RATES AND LIVING ARRANGEMENTS IN THE UNITED STATES, 1984 



Dying arrangement and population group 


Number in 
poverty' 


Percent of 
total poverty 




Family status: 








All living in families 


26,458 


78.5 


13.1 


Related children under 18 


12,929 


38.4 


21.0 


Householder 


7,277 


21.6 


11.6 


Other family members 


6,259 


18.6 


80 


Unrelated individuals 


6,609 


19.6 


21.8 


living in unrelated subfamilies 


634 


1.9 


50.3 


Living in families: Size: 








2 persons « 


3 2,283 


4 31.4 


9.0 


3 persons 


3 i ( 7i6 


4 23.6 


11.6 




3 1,516 


4 20.8 


11.4 


5 persons .. 


3 890 


4 12.3 


15.1 


6 persons 


3 458 


4 6.3 


21.0 


7 or more persons 


3 414 


4 5.7 


33.8 


Families- Number of workers: 








No workers 


3 2,934 


4 40.4 


31.8 


White 


3 1,823 


4 37.1 


■23.7 


Black 


3 1,005 


4 48.2 


730 


Hispanic origin: Any race 


3 445 


4 45.0 


74.1 


1 worker 


3 2,822 


4 38.9 


15.9 




3 1,911 


4 38.9 


12.7 


Black . 


3 821 


4 39.4 


35.5 


Hispanic origin: Any race 


3 367 


4 37.1 


28.6 




- 3 1,502 


4 20.7 


4.3 


White 


3 1,179 


4 24.0 


38 


Black 


3 259 


4 12.4 


8.7 


Hispanic origin. Any race 


3 178 


4 18.0 


8.8 


Families: Status of head- 








Married couples « - 


3 3,488 


4 47.9 


69 


Female head, no husband present 


3 3,498 


4 48.1 


34.5 


White 


3 1,878 


4 38.1 


27.1 


Black 


3 1,533 


4 73.2 


51.7 


Hispanic origin: Any race 


3 483 


4 48.7 


53.4 




3 292 


4 4.0 


13.1 



1 In thousands. 

2 Those defined as poor as percent of the group. 

9 Famdies: Number of poor moTviduais b muftpV of number. 
4 Based on famfy units, not individuals. 

Sources: US. Bureau of the Census, "Current Population Reports." senes P-60. No 149, and authors" calculations. 
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It is clear that the incidence of poverty varies inversely with age. 
To a considerable extent, poverty is a young person's phenomenon, 
with almost half the poor being 21 or younger. Note the steady de- 
cline in poverty vrith increasing age until age 65 and over, when 
the poverty rate increases, but not dramatically. The age structure 
of poverty was not always this way, as will be discussed later. 

Poverty is disproportionately greater among blacks and Hispan- 
ics, although more than two-thirds of the total poor are whites. 
Poverty is somewhat more prevalent among females, so there is 
some truth to the talk about the "feminization of poverty," al- 
though the female poverty rate is less than 25 percent greater than 
the male rate. 

Regional variations in the poverty rate are likewise relatively 
small. Looking at four broad regions, there is less than a 25 per- 
cent variation from the area with lowest poverty, the West, and the 
area with the highest, the South. Again, this has not always been 
so, with the poverty rate in the South being much larger relative to 
other areas of the country. 

The evidence regarding the poverty /work experience relationship 
presented in both tables suggests a powerful inverse correlation be- 
tween work and poverty. Those that did not work in 1984 had 
nearly six times the incidence of poverty as those who worked year 
round. Some 40 percent of poor families had no one working. 
Among individuals over 15 living in poverty, some 59 percent did 
not work at all in 1984. Black and Hispanic poor were more likely 
not to work than whites. While the concept of the "working poor ' 
has some validity, only a small minority of the poor worked on a 
continual basis. At the same time, however, in family settings it is 
fairly common to find two workers, especially among whites. 

Poverty is also very clearly inversely related to education, since 
presumably more educated persons receive higher remuneration 
for work, and are less likely to become unemployed. It is interest- 
ing to note, however, that the poor are not as uneducated as a 
group as the common stereotype suggests. Nearly half of the poor 
adults are high school graduates, and more than one in six of them 
had some college education. Indeed, the average educational attain- 
ment of the po ir as a group is not dramatically below that of the 
adult population as a whole. It is true, however, that poverty rates 
decline with educational attainment. 

Living arrangements seem to have a major impact on poverty. 
Most poor persons (78 percent) live in families rather than alone or 
with other unrelated individuals. Poverty among those living out- 
side family units, however, tends to have a much higher incidence 
than among those living within families, suggesting there is still a 
great deal of traditional intrafamily transfer of income in support 
of family members with limited means. Within families, poverty 
among traditional units with a married couple present is only 
about one-half the overall average poverty rate. By contrast, the 
poverty rate is precisely five times higher among families headed 
by females where no husband is present. Among both blacks and 
Hispanics, a majority of such families are in the poverty condition. 
A very large majority of poor blacks living in families live in a sit- 
uation where a female runs the household without a male spouse. 
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Poverty varies, perhaps not surprisingly, with family size. The 
larger the family, the greater the rate of poverty, because the 
income requirements to be not poor are greater the larger the 
family size. The incidence of poverty in families of seven or more is 
roughly three times as great as in three person families. 

Tables 1-5 and 1-6 leave the overwhelming impression that two 
of the major "causes" of high levels of poverty are a lack of em- 
ployment and a breakdown of the traditional family unit. Less 
than half of the families in poverty are of this "traditional" varie- 
ty, and less than 14 percent of poor individuals over the age of 15 
work on a regular basis. The stereotype of the modern day poor as 
persons who do not work and have nontraditional living arrange- 
ments would seem to have considerable validity. 

To put things a bit in historical perspective, the characteristics of 
poor Americans have changed considerably over time. The inci- 
dence of poverty among various demographic groups has altered 
dramatically in just the last 15 years as figure 1-5 indicates. Set- 
ting the 1969 poverty rate for each of five groups equal to 100, we 
see the poverty rate for urelated children under 18 living in fami- 
lies has risen sharply, while the poverty rate for those over 65 and 
for unrelated individuals (a group that also includes many elderly) 
has fallen dramatically. The overall poverty rate, dominated by 
whites, has risen moderately, as has the incidence of poverty 
among blacks. 

An important question emerges from figure 1-5. Why have we 
been relatively successful in reducing poverty among older Ameri- 
cans, while we have been spectacularly unsuccessful in reducing it 
among the young? This is a question we will address in greater 
detail in coming pages. 
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Recapitulating, real income levels for Americans, however meas- 
ured, have risen continuously, with no evidence of recent slow- 
down. Through much of the postwar period, there was a move 
toward greater income equality, although the distribution of 
income may have become more unequal in the past decade. The 
precise magnitude of changes is uncertain because of various meas- 
urement problems. Poverty in America, officially defined, fell dra- 
matically in the fifties and sixties but has actually risen since. Eco- 
nomic growth no longer seems to be as effective in reducing pover- 
ty. Poverty varies widely in its incidence, and is particularly preva- 
lent in situations where persons are not working and where non- 
traditional living arrangements exist. 
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II. HAS THE ECONOMIC STATUS OF THE FAMILY 
DETERIORATED? 



There has been a good deal written recently about the deteriora- 
tion in the economic status of the family, particularly families with 
children. The most impressive evidence in this regards was accu- 
mulated by Sheldon Danziger and Peter Gottschalk in studies per- 
formed for the Joint Economic Committee. Condensed versions of 
the studies have been more widely disseminated. 1 Essentially Dan- 
ziger and Gottschalk argue that families with children have wit- 
nessed very little change in real income since 1967, and an actual 
deterioration since 1973. The fruits of economic progress are not 
reaching the traditional American family. 

While Danziger and Gottschalk cite impeccable statistics drawn 
from the Current Population Survey, in our judgment they misin- 
terpret them and present a somewhat distorted picture of the eco- 
nomic status of the American family. In our reading of the data, in 
no meaningful sense has the economic status of persons living in 
American families deteriorated since 1967. At the same time, how- 
ever, the Danziger and Gottschalk studies point out important 
changes in the American family and living arrangements, changes 
that may well have not been to the good. 

According to Danziger and Gottschalk, the real family income of 
all families with children rose only 4,1 percent from 1967 to 1984, 
from $28,369 to $29,527 (in 1984 dollars). Moreover, all of the in- 
crease occurred before 1973; from 1973 to 1984, real family income 
of families with children declined 8,3 percent, from $32,206 to 
$29,527. For the 1973 to 1984 period, moreover, a decline is ob- 
served for nearly every demographic grouping examined, 2 

Table 2-1 shows the growth in real median and mean family and 
household income over time, using both the CPI and the PCE price 
index. The same years are examined as for personal income in the 
previous section, although 1985 data were not available for family 
and household income. The data show significant growth in house- 
hold and family income, however measured, from 1950 to 1970, 
Using the CPI to deflate, the data show very little growth, but no 
decline, in median family income after 1970, but an actual decline 
in median household income. Using the PCE deflator, however, 
both real family and real household median incomes rise after 
1970. Moreover, both real family and real household median 
income are higher in 1984 than in 198C. 

•See Sheldon Danziger and Peter Gottschalk, "Families With Children Have Fared Worst," 
ChalknRi, March/April 198G. 
Moid., p. 41. 

(15) 
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TABLE 2-1.-REAL MEDIAN AND MEAN FAMILY AND HOUSEHOLD INCOME, UNITED STATES, 

1950-84 



Income measure" 


Price 
index 


1950 


I960 


1970 


1975 


19S0 


1984 


Median income: 


















CPI 


$14,321 


$19,711 


526,394 


$26,476 


$26,500 


$26,433 


Family 


PCE 


13,715 


18,487 


24,917 


25,080 


26,279 


26,433 


Household 


CPI 


NA 


NA 


23,363 


23,584 


22,324 


22,415 




PCE 


NA 


NA 


22,056 


21,572 


22,138 


22,415 


Mean income.- 
















Family 


CPI 


16,444 


21.849 


29,965 


30,012 


30,232 


31,052 


Family 


PCE 


15,764 


20,484 


28,030 


28,420 


29,968 


31,052 


Household 


CPI 


NA 


NA 


26,752 


26,592 


26,551 


?7,464 




PCE 


NA 


NA 


25,255 


25.190 


26,329 


27,464 



'Per capita in 1984 dollars 

Sources. US. Department of Commerce, Bureau of the Census, "Current Population Reports." series P-60, No. 151, and authors' calculations. 

Therefore, it would appear to us the Danziger-Gottschalk (hence- 
forth D-G) interpretation is somewhat exaggerated. In three of four 
measures median real incomes are higher in 1984 than in 1970, 
and higher in 1984 than in 1980. It is hard to conclude from that 
that there has been a real decline in the economic status of a typi- 
cal American family or household. 

Why the discrepancy between the D-G interpretation and ours? 
There are two factors: choice of dates used in the comparisons, and 
the choice of price indices. We choose 5- or 10-year intervals, while 
D-G apparently picked years based on the business cycle. D-G use 
1973 as their base yean 1973 was a boom year, with under a 5 per- 
cent unemployment rate. All the observed decline in real median 
family income from 1973 to 1984 occurred in the 2 years 1973 to 
1975, reflecting the 1974-5 recession. Also, the use of the PCE price 
index leads to greater growth rates over the past few years. 

Even abstracting from issues of dating and price indices, the in- 
crease in real median family/household income has been dramati- 
cally slower in recent years than earlier in history, and dramatical- 
ly less than the growth in per capita real personal income, real per 
capita disposable personal income, or real per capita consumption. 
Why? 

Part of the answer, but only part of the answer, relates to the 
difference between average or mean income levels and "median" 
income levels. The median is a measure of central tendency that 
represents a point at which half the observations are less, and half 
more than the median fifure. Extremely high or low observations 
(income levels in this case) do not have a large impact on the calcu- 
lation of the statistic. By contrast, the arithmetic mean, or average, 
is calculated in a fashion where extreme observations have a large 
weight in the statistics determination. In the present context, an 
increase in the presence of very high or very low income Ameri- 
cans could alter the statistic relative to the median. 

To a modest extent, this has happened. For example, median real 
family income calculated using the CPI fell 0.25 percent from 1980 
to 1984, but mean real family income calculated with the CPI rose 
2.71 percent. This reflects a modest increase in the skewness of the 
income distribution as the proportion of income received by higher 
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income Americans increased somewhat (which elsewhere we have 
aigued reflects the increased incentives to earn and report income 
as a consequence of the 1981 tax reduction). As it became more 
profitable for the rich to earn money as marginal tax rates were 
reduced, the rich increased their earnings more than other income 
groups for whom the tax cut had less of a positive incentive effect. 3 
This issue is explored in greater detail in subsequent pages. 

In part the growing gap between mean and median incomes may 
be an artifact, a reflection of the fact that an increasing proportion 
of the income of the poor has been in the form of noncash pay- 
ments not reflected in the statistics. For example, looking at fami- 
lies from 1966 to 1984, the percent of total money income received 
by the lowest 20 percent fell from 5.6 to 4.7 percent, but the growth 
of noncash payments to the poor may mean the real income decline 
to that group was ) ess. Nonetheless, we would agree with Danziger and 
Gottschalk that a falling share of income among poorer Americans 
is a phenomenon deserving examination. 

Another important reason why the reported lack of growth in 
family or household income is somewhat misleading is that over 
time the average size of families and households has fallen. With 
respect to families, the average size has gone from 3.54 in 1950 to 
3.23 in 1984, a decline of nearly 9 percent. For households, the de- 
cline is even more dramatic, from 3.37 in 1950 to 2.69 in 1984, a 20 
percent reduction. Since household or family income has to provide 
for fewer persons than previously, -my evaluation of the economic 
status of the family needs to take that into account. 

One way to account for the declining size of families and house- 
holds is to look at income per family or household member over 
time. Table 2-2 does that for both families and households using 
the PCE deflator to correct for inflation. It shows continual growth 
in income values, however measured, in the seventies and early 
eighties, although the growth rates are slower than for the fifties 
or sixties. Using the measure of central tendency used in calculat- 
ing growth rates, the mean, we observe real household income 
growth per household member of nearly 5.9 percent from 1980 to 
1984, an annual growth rate of 1.44 percent a year, not far below 
the growth rate of real per capita income observed. Moreover, this 
is a far cry from the actually slightly negative growth rate after 
1980 calculated using median family income deflated by the CPI 
deflator. 



IABLE 2-2. — REAL INCOME PER FAMILY AND HOUSEHOLD MEMBER, UNITED STATES, 1950-84 

farcies Households 

Year 



Medan income Mean Income p*f M«$m income Mean Income pet 
pet capita 1 rpita 1 per capita > capita 1 



1950 $3,874 $4,645 NA NA 

I960 „ 5X37 5,953 NA NA 

1970 6,960 8.370 $7,024 $8,043 

1975 7,333 8,775 7,337 8.568 



3 See Richard Vedder and Lowell Gallaway, "Soaking the Rich Through Tax Cuts," Wall 
Street Journal, Mar. 21, 1985, p. 80. 
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TABLE 2-2.-REAL INCOME PER FAMILY AND HOUSEHOLD MEMBER, UNITED STATES, 1950-84 — 

Continued 





famies 


HousehoWs 


Yeai 


Vedai income Mean Income per 
per caprta > ca#a 1 


M«tfan mcome Mean Income per 
per «P"ta 1 capita > 


1980 


7.988 9,189 


8.109 9,644 


1984 


8,184 9,614 


8,333 10,210 


1 In 1984 dollars using tne PC£ pnce deflator. 

Source: Authors' calculations from Dcpartnwt of Commerce data 



As Danziger and GottschaliVs analysis points out, the examina- 
tion of aggregate income analysis often disguises important dispari- 
ties in trends among subgroups of the population. In particular, 
there is some strong evidence in the poverty statistics that children 
have had their economic status deteriorate relative to adults. It is 
interesting in this regard to compare 1966 and 1984. In 1966, the 
War on Poverty was in its infancy and the family poverty rate, 13.2 
percent, was almost identical to that in 1984 (13.1 percent). Since 
1966, however, there has been a very significant decline in the pov- 
erty rate for adults living in families, while the poverty rate for re- 
lated children under 18 living in families has increased by over 21 
percent, going from 17.3 to 21.0 percent. 4 In 1966, the poverty rate 
among children under 18 was 44 percent larger than among adult 
heads of households; in 1984, the child poverty rate was some 81 
percent larger. 

Poverty among children is derivative from the economic condi- 
tion of adults, usually parents or guardians. Any attempt to ex- 
plain rising poverty among children in families should look at 
characteristics of the head of the poor household. Comparative his- 
toric data show dramatic changes in the work experiences of house- 
hold heads. In 1959, before the War on Poverty, only 30.5 percent 
of household heads did not work at all during the year. By 1970, 
after the War on Poverty was well underway, some 44.0 percent of 
household heads of poor families did not v/ork at all, a dramatic 
increase. In 1984, 50.8 percent of heads of poor families did not 
work. In 1959, there were 2.3 times as many poor household heads 
who worked as did not; by 1984, the nonworkers outnumbered the 
workers. 5 

Closely associated with the sharp decline in work experiences 
among the poor was the growing importance of female headed 
households in the poverty population. In 1959, only 23 percent of 
poor families were headed by females; by 1970, that proportion had 
grown to 37.1 percent. In 1984, some 51.3 percent of poor families 
were headed by women. It is here that the term "feminization of 
poverty" indeed has some meaning. Moreover, in over 93 percent of 
the female headed households, there was no husband present. The 
rise in child poverty is intimately associated with a sharp increase 
in households where no father is present and where there is relp- 



4 For greater detail, compare U.S. Department of Commerce, Current Population Reports, 
series P-60, No. 55 and No. 151. 

5 The statistics are based on Department of Commerce data as reported in various issues of 
Current Population Reports, serios r-60. 
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tively little if any work related activity. We will explore the rea- 
sons for these developments later in this study. 

Summarizing, the economic status of the family has not deterio- 
rated since 1973, as indicated by Danziger and Gottschalk, Rather, 
statistics correcting for changing family or household size and 
using perhaps more appropriate indices of inflation suggest signifi- 
cant real growth has occurred, 6 The aggregate statistics mask con- 
tinued poverty among many families, and the failure of family pov- 
erty to materially change from 1966 to 1984 in the wake of econom- 
ic growth is a matter of just concern. Child poverty within families 
actually rose over tMs 18-year period. The rise in child poverty was 
closely associated with a decline in work activity in poor house- 
holds and a sharp increase in the proportion of households without 
a husband present. 



•An important additional reason family/household income has risen less than personal 
income per capita is that the Current Population Survey data used in calculating family income 
ear 'ude fastgrowing noncash forms of income such as food stampe and Medicaid. See Paul Rysca- 
vage, "Reconciling Divergent Trends in Real Income," Monthly Labo- Review, July 1986. All 
Census income data may be subject to growing underreporting errors. See J<ee Lillard, James P, 
Smith and Finis Welch, "What Do We Really Know About Wages? The Importance of Nonre- 
porting and Census Imputation," Journal of Political Economy, June 1986. 
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HI. REGIONAL INCOME TRENDS 

The discussion to this point has suggested that economic growth 
has continued in the United States in recent years and that most 
Americans have shared, at least to some extent, in that growth. We 
have largely rejected the pessimistic view that economic growth 
has not affected large segments of the American public, acknowl- 
edging, however, that economic growth has not seemed to amelio- 
rate .poverty in recent years in the same manner it once did. 

Ts>e possibility exists, however, that the fruits of economic 
progiess have been unevenly distributed spatially, so that citizens 
in some sections of the country have prospered while others have 
not. A study for this Committee, using recent regional personal 
income data, suggested that this was the case. 1 There is no ques- 
tion that any examination of the growth in personal income per 
capita by State since 1980 will show very significant variations in 
performance. Yet, interpreting the recent data without a historical 
perspective can lead to misleading conclusions. 

Our examination of personal income data by State suggests: 

(1) Economic growth since 1980 has been far greater in the 
Atlantic coastal States than in other parts of the country; this 
is broadly consistent with the aforementioned study of this 
Committee. 

(2) Only one State has had meaningfully negative (moro than 
2 percent) real per capita income decline since 1980; that State, 
Wyoming, is the Nation's second smallest State, containing less 
than one^fourth of 1 percent of the U.S. population. 

(3) While s number of other States have not had meaningful- 
ly positive (over 2 percent) real per capita incoir' growth over 
the past 5 years, collectively they contain less man 9.4 percent 
of the U.S. population. Put differently, 90.6 percent of the pop- 
ulation lives in States where real per capita income in 1985 
was significantly higher than in 1980. 

(4) States that had high growth rates in the seventies have 
tended to have relatively low growth rates in the eighties, and 
vice versa. The lS30's experience may be viewed as a correc- 
tion for inequalities developed in the 1970 , s. The longer term 
(1970-85) variation in growth rates is far smaller than the vari- 
ation observed for either the 1970-80 or 1980-85 period. 

(5) A major factor in changing relative economic perform- 
ance has been changes in the "terms of trade" between areas. 
In particular, changes in relative prices of energy (especially 
petroleum) play an important role in explaining both the 
1970*8 and 1980' s growth experiences. This is not to deny, how- 



1 'The Bi-Coastal Economy," staff study (Washington, DC: Joint Economic Committee of Con- 
gress, photocopied, July 1986). 

(20) 
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ever, that other factors, such as State and local tax policies, 
also play an important role in explaining growth differentials. 

Changing Regional Income Patterns Since 1980 

There are many different ways to classify States into regions for 
the purpose of making interregional comparisons. There has been 
much talk lately about the "coastal regions," so we have designat- 
ed three such regions in our analysis: the Atlantic coastal region, 
Gulf coastal region, and Pacific coastal regions. States included in 
each region all border on the relevant body of water, with Florida, 
which borders both the Atlantic Ocean and the Gulf of Mexico, 
being placed with the Atlantic States. Some 23 States are in these 
regions. The other 27 States plus the District of Columbia are all in 
the Nation's "interior," some far more so than others. All 12 States 
of the Midwest are interior States, and we accordingly include 
them in a separate region. The other 15 States plus the District of 
Columbia are scattered all over the country, some being in the 
West, some in the South, and some in the East. 

Table 3-1 shows the unweighted mean growth m real income per 
capita of the States constituting each of the five designated regions. 
As can be seen, growth was far more substantial in the Atlantic 
coast States than in any of the other regions. However, all regions 
have positive growth rates. It should be noted that every one of the 
14 States in the Atlantic region had a growth rate in excess of the 
national average. Every Gulf and Pacific State, by contrast, had 
growth less than the national average. In the other regions, the 
growth experience was mixed. 

TABLE 3-1.— UNWEIGHTED AVERAGE REAL PER CAPITA INCOME GROWTH, 1980-85 

Ifowtchted Aver age 
Number of Real Per Capita 
KCglC0 Stales Income Growth 

(percent) 

Atlantic total 14 15.61 

Gulf Coastal „ 4 4.15 

Pacific total 5 2.77 

Midwest 12 8.30 

Other Interior 1 16 4.92 



* Includes Dtttnct of Cofumbia. 

The experience of the 1970's was dramatically different, as Table 
3-2 shows. The Atlantic coastal States lagged well below the na- 
tional average. Growth in the Gulf and Pacific States averaged 
above the national average, as it did in the "other interior States." 
In each of these cases, regions which grew faster than the average 
State growth rate in the 1970's grew slower in the eighties, and 
vice versa. The Midwest was almost precisely at the national aver- 
age in bo*h periods, being the region that most closely mirrors that 
national average performance. 
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TABLE 3-2.— RELATIVE ECONOMIC PERFORMANCE OF U.S. REGIONS, 1970-80 AND 1930-85 





Region 


R&trvt Growth Index 




1970s 


1980-85 








190.8 
50.7 
33.9 

101.5 
60.1 


Guff Coastal 






Pacific Coastal 






Mutest 






Other Interior 













Unweighted mean of real per capita persona! wane growth for the region's Slates. dr/Jed by the national average unweighted real per capita 
personal income growth for the 50 States plus the (telnet of Corumta. muttipfied by 100 An wfex of 100 rxfeates performance at the national 
average. 

Source: Authors' calculations from US Department of Commerce data 

The use of regional classifications can disguise patterns arising 
intraregionally. We did calculate the correlation coefficient be- 
tween the 1970's income growth rate for the 50 States plus the Dis- 
trict of Columbia and the 1980's income growth for the same areas. 
The correlation was a minus 0.44, suggesting that States that grew 
relatively fast in the seventies typically grew relatively slowly in 
the eighties. The negative relationship was statistically significant 
at the 1 percent level. 

Some caution should be used in interpreting these findings. For 
example, Table 3-2 indicates growth in the Midwest equaled, and 
indeed modestly exceeded, the national average during both the 
seventies and early eighties. In. large part, however, that reflects 
the high economic growth of a few relatively small farm States in 
the west north-central area. The more populous industrial States 
(e.g., Illinois, Indiana, Ohio, and Michigan; all grew less than the 
national average in both decades, although the growth was consist- 
ently positive in all these States in both time periods. 

An alternative way to group States is by economic similarity 
rather than geographic location. One factor that has received great 
attention in explaining economic phenomena in the past decade or 
so has been energy— its availability, price, etc. Accordingly, we de- 
fined seven clearly energy-exporting States— major producers of pe« 
troleum or other fuels. States selected included: Alaska, Louisiana, 
New Mexico, Oklahoma, Texas, West Virginia, and Wyoming. All 
except West Virginia are major petroleum producers. Similarly, we 
defined eight States that are clear energy-importers, producers of 
only minor quantities of petroleum or other fuels. The States se- 
lected are eight Northeastern States including the six New Eng- 
land States plus New York and New Jersey. 

Table 3-3 observes that the eneigy-producing States had relative- 
ly high growth rates in the seventies and low growth in the eight- 
ies, while the opposite is true of the energy-importing States. The 
trends seem to be reasonably consistent with changes in the rela- 
tive price of fuels, particularly petroleum. In the seventies, the 
price of oil roughly doubled relative to prices generally; in the 
eighties, they grew until 1981 and then began to decline. Net con- 
sumers of petroleum in the Northeast suffered in the seventies 
when the prices of their exports fell relative to the prices of their 
imports (e.g., oil), but benefited during the eighties when import 
prices fell relative to export prices. 
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T.4RLE 3-3. — RELATIVE ECONOMIC PERFORMANCE, ENERGY IMPORTING AND EXPORTING STATES, 
UNITED STATES, 1970-80 AND 1980-85 





Economic statistic 


Net energy 
importing Slates 


Net energy 
exporting States 


Re&ve income growth, 1970-80 1 . 




6<>.3 


149.0 


Relatw income growth. 1980-85 1 




2230 


12.7 


Relates price crude petroleum. 2 


1970. 96 2; 1980. 225.1.30(1 1985. 211.0. 







• Unweighted mean of the growth rates of the nvotved States drvxfcd by unweighted mean ol the growth rates ol aa 50 States and the District 
of Cobrrto. rmftofied by 100. 100 equal national average growth in real per capita income 
1 Product* price for crude petroleum (1957= ICO) otafed by the producer price index foe a9 finished goods, multiplied by 100 
Sotfces Income growth Bureau uf the Census, prices. US Department of Labor. Bweau of labor Statrstcs 



Looked at in longer term perspective, things tend to even out. 
The fastest growing State in the Union in the seventies, Wyoming, 
was the slowest growing in the eighties (through 1985). Over the 
longer period 1970-85, its growth is just slightly over the national 
average. This long term "regression toward the mean" is found in 
the slow growing States of the seventies as well. Consider a North- 
eastern State, say, New Jersey. In the seventies, it grew less than 
half as fast as most energy, producing States; in the eighties, it has 
grown far faster; its 1970-85 growth is very close to the national 
average and the growth rate for previously "high flying" Wyoming. 

A measure of the dispersion of growth rates is the coefficient of 
variation (the standard deviation divided by the mean). During the 
seventies, the coefficient of variation was 0.312. In the 1980-85 
period it was a higher 0.861, suggesting more variability in growth. 
Yet over the whole period 1970-85, that coefficient is a relatively 
low 0.256." Price shocks (or other shocks) that temporarily give a 
region an advantage or disadvantage tend to reverse or be offset in 
the long run. Resources move in response to any advantages intro- 
duced by the shocks, reducing their initial impact. 

The above discussion is not a comprehensive treatment of the de- 
terminants of interstate income differentials. Its sole purpose is to 
demonstate that growth variations in the eighties in some sense 
were corrective of marked differentials created in the seventies, 
largely from price shocks. Other factors have long-term growth ef- 
fects, such as State and local policy. 2 There is nothing, however, in 
the recent growth experience that suggests some regions of the 
country are being denied the fruits of economic progress in any 
meaningful long-term sense. 

2 See, for example, the staff study for this Committee by Richard K. Vedder, "State and Local 
Economic Development Strategies. A Supply-Side Perspective" (Washington, DC US, Govern- 
ment Printing Office, 1981). 
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IV. TAX STRUCTURE AND TAX BURDEN 

One of the major determinants of the degree of economic equity 
in a society is the relative burden of taxation borne by people with 
differing incomes. Historically, the basic thrust in 20th century 
America has been in the direction of imposing a larger tax rate on 
people with high incomes, apparently in the belief that this method 
of taxation will assure a more unequal tax burden in the country. 
If the taxable income producing activity of individuals is independ- 
ent of the rate at which such activity is assessed, one cannot argue 
with such a line of reasoning. However, the independence assump- 
tion does not square with a large body of empirical evidence. It 
seems quite clear at this time that there are "dynamic" effects at 
work where the taxation of income is concerned that call into seri- 
ous question the premise that higher rates of taxation on large in- 
comes will lead to a more unequal distribution of the tax burden in 
an economy. 

The Historical Record 

There has been a remarkable amount of variation in the pattern 
of income taxation in the United States since the inception of the 
Federal income tax in 1913. By the end of World War I the maxi- 
mum marginal tax rate had escalated to 77 percent from an initial 
level of 7 percent. 1 It fell to 73 percent from 1919 through 1921 and 
then declined during the 1920's when, at the urging of Secretary of 
the Treasury, Andrew Mellon, it was reduced in a series of tax re- 
ductions until it stood at 24-25 percent. The effects of the Mellon 
tax cuts are well documented. 2 They produced a substantial redis- 
tribution of the burden of the Federal income tax in the direction 
of making it more unequal, i.e., shifting the burden toward those at 
the high end of the income distribution. 

Nevertheless, the lessons of that experience went largely unheed- 
ed. During the years of the Great Depression, the maximum mar- 
ginal tax rate returned to the vicinity of the pre-Mellon tax cut 
days, peaking at 81.1 percent in 1940. From then through the early 
1960's, the maximum marginal tax rate was never less than 81 per- 
cent and was as high as 94 percent. Beginning in 1964, it was cut 
back to 70 percent in a series of steps that became known as the 
Kennedy-Johnson tax cuts. The philosophy underlying this reduc- 
tion in tax rates was quite succinctly stated by President Kenne- 
dy: 3 



1 For a description of the history of maximum marginal tax rates in the United States, see 
U.S. Department of Commerce, Historical Statistics of the United States (Washington, DC: U.S. 
Goverment Printing Office, 1974). 

2 See, e.g., Christopher Frenze, The Mellon and Kennedy Tax Cuts: A Review and Analysis, 
Staff Study, Joint Economic Committee of Congress (Washington, DC: U.S. Government Printing 
Office, 1982). * 

9 Speech to the Economic Club of New York, Dec. 14, 1962. 

(24) 
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Our true choice is not between tax reduction, on the one 
hand, and the avoidance of large federal deficits on the 
other. It is increasingly clear that, no matter what party is 
in power, as long as our national-security needs keep 
rising, an economy hampered by restrictive tax rates will 
never produce enough revenue to balance the budget— just 
as it will never produce enough jobs or enough profits. In 
short, it is a paradoxical truth that tax rates are too high 
today and tax revenues are too low— and the soundest way 
to raise revenues in the long run is to cut tax rates now. 

These reductions produced outcomes very similar to those ob- 
served in the wake of the Mellon round of tax cuts. 4 Again, though, 
past experience was ignored by a host of commentators when a fur- 
ther reduction in maximum marginal tax rates was legislated in 
1981. Under the Economic Recovery Tax Act (ERTA) of that year, 
the maximum marginal tax rate on personal income was reduced 
to 50 percent. This legislation was widely viewed as being a "rich 
man's" tax cut and a rather heated debate in the media, congres- 
sional hearings, and technical journals ensued. 5 

Our interpretation of the evidence developed during this contro- 
versy is that the post-1981 experience is quite consistent with earli- 
er historical developments. A good summary of the nature of that 
historical experience is contained in a Joint Economic Committee 
study conducted by Professor Vedder and Philippe Watel. 6 Using 
standard econometric techniques, data for the period 1954-82 are 
analyzed. The results indicate that the elasticity of income tax rev- 
enues with respect to the maximum marginal tax rate is a negative 
0.75 for those at the very top of the income distribution. 7 This im- 
plies that a reduction in marginal tax rates will generate an in- 
crease in tax revenues, other things held equal. 



Just recently, data have become available from the Department 
of the Treasury which describe the relative income tax burdens in 
the American economy for various year? by percentiles of those 
who filed tax returns, where the percentil are determined by the 
adjusted gross income reported on the tax return. 8 These data have 
the advanage of being based on exact counts of tax returns for pur- 
poses of determining the various percentile demarcations. This re- 
solves one area of contention in the interpretation of previous data 
sets where various interpolative techniques had to be used to iden- 
tify percentile groupings. 



4 See Frenze, op. cit., for details. 

*The nature and scope of the debate is described in Richard Vedder and Lowell Galloway, 
'The Changing Burden of the Federal Individual Income Tax, 1981-1983," Tax Notes, Mar. 25, 
1985. 

• Richard K. Vedder and Philippe Watel, Tax Avoidance, Tax Equity, and Tax Revenues: The 
Impact of Marginal Income Tax Rate Changes in the United States 1954-1982, Study prepared 
for the Joint Economic Committee, Congress of the United States, 98th Cong., 2d sess. (Washing- 
ton, DC: U.S. Government Printing Office, 1984). 

7 Ibid., pp. 11-13. The definition of an upper income group is $50,000 annual income in 1967 
prices. 

8 This information has been supplied to the authors by the staff of the Joint Economic Com- 
mittee of Congress. 
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This data source also is useful in that it provides information for 
selected years beginning with 1949. For our purposes the critical 
data is that describing the tax shares, or tax burden, by percentile 
groupings. Table 4-1 summarizes the pertinent figures for the 
years 1949, 1959, 1969, and 1981-84. At first glance, the most strik- 
ing feature of the data is the behavior of the tax share at the ex- 
tremes of the distribution. At the high end, the top 1 percent of 
income earners, the tax share stands at 31.69 percent in 1949, falls 
to a minimum of 18.05 percent in 1981, and then rises to 21.34 per- 
cent in 1984. At the other extreme, in the bottom half of the ad- 
justed gross income distribution, the share of income taxes falls 
rather consistently in the post-World War II period, from 13.95 per- 
cent in 1949 to the low 7 percent range in the 1980's. 

TABLE 4-1.— PERCENTAGE SHARE OF FEDERAL INCOME TAX PAID, BY PERCENTILE, DISTRIBUTION 
OF ADJUSTED GROSS INCOME, VARIOUS YEARS, UNITED STATES, 1949-84 



Percental shire of income tax paid in 

Percentile, adjusted gross income 

1949 1959 1969 1981 1982 1933 1984 



Top! 31.69 22.36 19.97 18.05 19.41 19.93 21.34 

2nd to 5th 1309 16.16 15.56 16.89 1662 17.31 17.87 

6th to 10th 9 23 10.59 11.90 13.31 12.36 12.59 11.72 

11th to 25th 15.40 20.52 22.36 23.98 24.03 23.29 22.85 

26th to 50th 16.64 19.72 20.48 20.32 20.23 19.71 18.91 

51$t to 100th 13.95 10.65 9.73 7.45 7.35 7.17 7.31 



Source- US. Department of the Treasury. 

A similar pattern at the upper end of the income distribution is 
identified if we define it as consisting of the top 5 percent of adjust- 
ed gross incomes. In 1949, this group accounted for 44.78 percent of 
tax collections. By 1981, this had declined to 34.94 percent and it 
subsequently rose to 39.21 percent in 1984. 

Taxpayer Behavior at Top of the Income Distribution 

The most recent (1981-84) patterns of movement in the distribu- 
tion of the burden of the Federal income tax in the United States 
are remarkably consistent with the previously described responses 
of high income individuals to changes in maximum marginal tax 
rates. The detailed information provided in the Treasury Departs 
ment data shows that, between 1981 and 1984, the tax payments of 
the top 1 percent of the income distribution rose over four times 
faster than did tax collections in the aggregate. The increase among 
the top 1 percent was 25.1 percent compared to a 6.0 percent in- 
crease over all. And, this occurred despite a decline in the effective 
tax rate for the top 1 percent that was over twice as great as the 
population wide drop (4.25 percent compared to 1.94 percent). 

This differential pattern of change in tax receipts produced by 
the upper end of the income distribution generated a reduction in 
the degree of equality (an increase in inequality) in the distribution 
of the tax burden. Between 1981 and 1984, the amount of equality 
in the tax burden distribution, as measured by a Gini coefficient, 
decreased by 4 8 percent The tax burden Gini coefficients for the 
years 1981-84 are shown in Table 4-2. 



ERLC 



34 



27 

TABLE 4-2.-GINI COEFFICIENTS, DISTRIBUTION OF TAX BURDEN BY ADJUSTED GROSS INCOME, 
UNITED STATES, 1981-84 



Year GmS coefficient 



1981 6200 

1982 6235 

1983 6318 

1984 6381 



Sources: U.S. Department of the Treasury, and authors' calculations. 

The Changing Position of the "Middle" Class 

There is a second important implication of the Treasury tax 
data. They clearly imply a profound set of changes in the economic 
status of the "middle" class in America. It is always difficult to 
operationally define what is meant by the "middle" class. However, 
if we view it as consisting of those percentile groupings of the ad- 
justed gross income distribution between the 5th and the 50th per- 
centiles, some startling patterns of movement in relative tax bur- 
dens can be identified. Table 4-3 provides a regrouping of the basic 
Treasury information into three categories, the top 5 percent, the 
6th to 50th pencentiles, and the 51st to 100th percentiles. Of 
course, the second of these groups is what we will call the "middle" 
class. 



TABLE 4-3.— PERCENTAGE SHARE OF FEDERAL INCOME TAX PAID, BY PERCENTILE, DISTRIBUTION 
OF ADJUSTED GROSS INCOME, VARIOUS YEARS, UNITED STATES, 1949-84 



Percentile, adjusted cross income 




Percentage share of income ta paVJ in 




1949 


1959 


1969 


1981 


1984 


Top 5 


44.78 


38.52 


35.53 


34.94 


39.21 


6th to 50th 


41.27 


50.83 


54.74 


57.61 


53.48 


51st to 100th „ 


13.95 


10.65 


9.73 


7.45 


7.31 



Source: US. Department of the Treasury. 



Between 1949 and 1981, a remarkable transformation in the tax 
status of the "middle" class occurred. At the outset of the post- 
World War II era, this portion of the population contributed 41.27 
percent of tax revenues. In 1981, their share had risen to 57.61 per- 
cent, an increase in their relative tax burden of almost 40 percent 
In the interval 1949 to 1981, the "middle" class was progressively 
"squeezed" by the twin pressures of inflation induced "bracket 
creep" and a persistent tendency to redesign the income tax system 
in a fashion that reduced the tax burden at the bottom of the 
income distribution. Remember, the tax share of the bottom half of 
the income distribution falls consistently in the post-World War II 
period. 

Since 1981, though, there has been something of a reversal in 
this pattern. The tax share of the "middle" class has fallen to 53.48 
percent, recovering one-fourth of the losses incurred between 1949 
and 1981. And, this has not been accomplished at the expense of 
those at the bottom of the adjusted gross income distribution. The 
tax share of the bottom 50 percent actually fell slightly, from 7.45 
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to 7.31 percent. All of the shifting of tax burden has been in the 
direction of increasing the tax share of the upper 5 percent of the 
income distribution. Thus, if one were to attempt to characterize 
the Economic Recovery Tax Act of 1981 in terms of who it benefit- 
ed in a tax distribution sense, the phrase " 'middle' class revolu- 
tion" would not be inappropriate. 

Conclusions 

At a point in time when tax reform is a major subject of current 
discussion, the lessons learned from the totality of our past experi- 
ence and, in particular, from our more recent excursions into the 
realm of changing the tax system, are of particular importance. 
The message from the data seems clear. Reductions in the maxi- 
mum marginal tax rates in the economy have the impact of dispro- 
portionately stimulating taxable income generating activity at the 
very top of the adjusted gross income distribution. Such increases 
offer the potential for relieving the "middle" class in America of 
the increasing tax burden that it was forced to assume in the years 
1949-81. It should not go unnoticed that in 3 short years, under the 
regime of the lowest maximum marginal tax rates since the Mellon 
years, the "middle" class has been able to recover a very signifi- 
cant portion of the losses it has suffered at the hands of a tax 
system that consistently shifted the burden of taxation toward 
them. Certainly, the evidence seems incontrovertible that the 
major beneficiary of the 1981 cut in the maximum marginal tax 
rate was the "middle" class. 
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V. THE WAR ON POVERTY: ANATOMY OF A FAILURE 



An extremely important dimension of the pattern of income dis- 
tribution in the economy is the incidence of very low incomes, com- 
monly called poverty. The issue of poverty emerged in a "new" 
form in the early years of the decade of the 1960's, in a sense, 
being rediscovered at that time. After the depressed economic con- 
ditions of the 1930's, the post-World War II era had been one of rel- 
ative prosperity. However, circa 1960, it began to be seriously 
argued that poverty in the United States could no longer be re- 
duced effectively by relying solely on the normal processes of eco- 
nomic growth. 1 The thrust of this argument was that there was a 
growing class of people in the United States who, increasingly, 
found themselves divorced from the mainstream of American eco- 
nomic activity. 

The public policy implications of this notion, which came to be 
known as the "structural poverty" hypothesis, are diverse. On the 
one hand, it can be used to argue for the establishment of a variety 
of special programs designed to eliminate the unique handicaps of 
the "structurally" poor. Such an approach presumes that the objec- 
tive of public policy is to make the benefits of economic growth 
available to the poor through increasing their access to the labor 
market. However, there is an alternative interpretation of the 
meaning of the "structural poverty" thesis for the design of eco- 
nomic policy. It can be used in a negative fashion to deny the possi- 
bility that the poor can be moved into the mainstream of economic 
life. This would suggest that the only effective way to help the 
great mass of the poor is through direct money income transfers to 
them. 

These alternative interpretations of the significance of the 
"structural" hypothesis have imparted a certain schizophrenic 
quality to public policy with respect to the elimination of poverty. 
At times, especially in the early years of what was christened "The 
War on Poverty," the positive interpretation dominated and the 
thrust of public programs ostensibly was oriented toward eliminat- 
ing the "handicaps" faced by the poor, those factors that were cre- 
ating "structural" poverty. A reading of the Economic Report of the 
President transmitted to the Congress in January 1962 confirms 
this emphasis. The pertinent sections of the report speak of people, 
"whose poverty is barely touched by * * * improvements in gener- 
al economic activities." 2 It goes on to note that, "To an increasing 



1 Representative works arguing this position are John Kenneth Galbraith, The Affluent Socie> 
ty (Boston. Houghton Mifflin, Co., 1958) and Michael Harrington, The Other America (New York: 
Macmillan, 1962). 

2 Economic Report of the President (Washington, DC: U.S. Government Printing Office, 1962, 
p. 9). 

(29) 
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extent, the poorest families in America are those headed by * * * 
people who are shortchanged even in time of prosperity." 3 

The specific policy recommendations of that 1962 Economic 
Report are equally revealing, especially in the area of public wel- 
fare and assistance. President Kennedy supported a, "substantial 
revision in our public welfare and assistance programs, stressing 
rehabilitation services which help to restore families to independ- 
ence." 4 This is confirmed in his message to Congress that accompa- 
nied proposed welfare reform, a statement that led the New York 
Times to comment that the President's stance, "stems from a recog- 
nition that no lasting solution to the [poverty] problem can be 
bought with a welfare check." 8 

His successor in office, Lyndon Johnson, echoed these views. By 
the time of his first Economic Report, the term, "War on Poverty, 
had already been coined and, consequently, the Report provided a 
very detailed plan for dealing with the problem of poverty in the 
United States. There are 11 specific strategies that are spelled out 
to reduce the volume of poverty. Only one, the 11th on the list, is 
connected in any way with simple money income transfers and it is 
confined to, "Assisting the Aged and disabled." 6 If there were any 
doubt about the character of the emphasis of the Johnson propos- 
als, it is resolved by the textual discussion that follows the detail- 
ing of antiproverty strategies. In a very clear and unambiguous 
fashion, it is stated that, the major thrust of our campaign must 
be against causes [of poverty] rather than symptoms." 7 

Rhetoric Versus Reality in the War on Poverty 

Clearly, the rhetoric of the War on Poverty at its inception es- 
poused the "positive" policy implications of the structural poverty 
hypothesis. For example, at the signing of the initial antipoverty 
legislation, in August 1964, the President proclaimed that, "the 
days of the dole in this country are numbered." 8 The reality that 
ensued, however, was almost exactly the opposite. Within 2 years 
of the passage of that legislation, the volume of cash public assist- 
ance payments began to rise at a remarkable pace. Between 1965 
and 1966, the increase in the real volume of such payments was 
9.93 percent and this was not atypical of these years ahead. 9 For 
the 5 years 1965 through 1970 the average annual rate of increase 
in real cash public assistance was 9.53 percent. This compared to 
an average annual rate of increase over the 15-year period 1950-65 
of 3.76 percent. 

Perhaps, though, the sharp rise in the flow of cash public assist- 
ance payments after 1965 was simply an attempt to "make up" for 
years of denial of assistance to the poor in American society. While 



3 Op. cit., pp. 9-10. 

4 Op. cit., p. 10, 

» New York Times, Feb. 2, 1962, "Relief Is No Solution." 

* Economic Report of the President (Washington, DC: U.S. Government Printing Office, 1964), 
p. 73. 
7 Op. cit., pp. 77-78. 

•For a report of this act, see New York Times, Aug. 21, 1964, "Johnson Signs Bill To Fight 
Poverty; Pledges New Era." 

*Cash public assistance is defined as public assistance plus supplemental security income 
(SSI) less medicaid and social services. These are reported by the Social Security Administration 
in various issues of the Social Security Bulletin. 
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conceivable, the available evidence is not consistent with that pos- 
sibility. Between 1950 and 1965, real cash public assistance per 
poor person in the United States rose much more rapidly than real 
per capita gross national product. Details are provided in Table 5- 
1. The data indicate that the proportion of society's income being 
devoted to cash public assistance payments was on the rise all 
through the early post-World War II period while the proportion of 
people with money incomes below the accepted poverty threshold 
was declining sharply. These numbers should not be surprising. 
One of the meyor concerns of the period immediately prior to 
launching the War on Poverty was welfare reform, reflecting an in- 
creasing dissatisfaction with a state of affairs which, to many, 
seemed to be leading toward more, not less, welfare dependency. 
Certainly, the previously cited statements of both Presidents Ken- 
nedy and Johnson seem to betray such a concern. 

TABLE 5-1.— CASH PUBLIC ASSISTANCE, PER POOR PERSON, AND GROSS NATIONAL PRODUCT, PER 
CAPITA, UNITED STATES, 1950-65 (CONSTANT PRICES: 1950=100) 



Cash pubCc Gross tutorial 
Year assistance per product per 

poor person capita 



1950 100.0 100.0 

1953 130.2 112.3 

1954 123.2 108.8 

1955 141.5 113.8 

1956 - 148.7 114.1 

1957. 155.7 114.1 

1958 „ 153.7 111.5 

1959 167.3 116.1 

1960 164.8 115.6 

1961 169.9 116.6 

1962 184.7 121.5 

1963 207.4 124.6 

1964 219.2 129.4 

1965 246.5 135.5 



Sources. US. Department of Commerce and Socut Security Administration. 

What happened in the mid-1960's? Why, despite apparent inten- 
tions to the contrary, did the "dole" become a more significant part 
of American life? The answers to these questions are complex and 
beyond the scope of this inquiry. However, whatever they may be, 
the end result can be characterized as representing a shift in phi- 
losophy away from a concept of "equality of opportunity" for the 
poor toward a desire for "equality of outcome" for them. 

In many ways, as the l^O's progressed, adopting the equality of 
outcome approach became the path of least resistance. The early 
evaluations of the various "opportunity enhancing" programs were 
not encouraging. 10 Besides, there were questions of economy in- 
volved. It is important to recognize that the equality of opportunity 
approach was not adopted in an attempt to reduce the cost of elimi- 
nating poverty. Most of the early arguments in its favor empha- 
sized that it would be more costly in the short run than a simple 
increase in the size of welfare checks. The 1964 Economic Report of 



10 For a summary discussion of the thrust of these evaluations, see Charles Murray, Losing 
Ground (New York: Basic Books, 1984), ch. 2, pp. 33 ff. 
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the President discusses in detail how easy it would be to eliminate 
poverty through a simple transfer of income but then goes on to 
say that this is not the way to approach the problem, remarking 
that, "It will be far better, even if more difficult, to equip and 
permit the poor of the Nation to produce and earn the additional 
[income]." 11 

Implications of the Shift in Policy Emphasis 

The movement in the direction of greater reliance on direct 
income transfers as a way of reducing poverty had profound impli- 
cations. It has long been recognized that there are two possible ef- 
fects of direct income transfers to the poor. On the one hand, there 
is the desired "income enhancing" dimension of a transfer. Howev- 
er, in addition, there is the possibility that the income transfers 
will discourage work effort on the part of the poor, leading to a 
"canceling out" of some of the income enhancing effects. 12 In fact, 
it is conceivable that in some situations, where the implicit tax on 
work effort created by foregone income transfers is very large, that 
the money income of many poor or near-poor people could be re- 
duced by a heavy reliance on income transfers as a device to elimi- 
nate poverty. 13 

The way in which these two contrasting effects operate has been 
aptly illustrated in an analysis conducted by Sheldon Danziger and 
Robert Plotnick. 14 Using data for all persons living in families 
headed by persons aged 20 to 59 (and not in the armed services) 
they estimate that $12.6 billion (1983 dollars) of cash transfer pay- 
ments in 1967 produced a reduction in poverty, net of disincentive 
effects, of 0.7 percentage points. By 1974, the volume of cash trans- 
fers had risen to $26.6 billion (1983 dollars) and the cumulative net 
reduction in poverty had increased to 1.0 percentage points. Thus, 
over the interval from zero to $12.6 billion in cash transfers, the 
marginal reduction in the poverty rate per billion dollars of trans- 
fers was 0.056 percentage points. However, between $12.6 and $26.6 
billion in transfers the marginal reduction in the poverty rate was 
only 0.021 percentage points per billion of transfers. 



11 Economic Report of the President (Washington, DC: U.S. Government Printing Office, 1964). 
Similar views were being expressed in important media outlets during these years. See, e.g., 
New York Times, Feb. 2, 1962, "Relief Is No Solution." 

12 Empirical evidence consistent with this possibility appeared rather early in the professional 
journals in economics. See, e.g., Carl T. Brehm and Thomas R. Saving, "The Demand for Gener* 
al Assistance Payments," American Economic Review, December 1964; Lowell E. Gallaway, 
"Negativ k Income Taxes and the Elimination of Poverty," National Tax Journal September 
1966; and Hirschel Kasper, "Welfare Payments and Work Incentive: Some Determinants of the 
Rates of General Assistance Payments," Journal of Human Resources, winter 1968. 

13 The possibility that the availability of transfer payment income might actually reduce the 
money income of some individuals through v/ork disincentives is a very real one. If leisure (non* 
work time) has positive value to people, the provision of transfer payments of the money variety 
to someone could very well induce them to reduce the volume of their work effort by enough to 
produce a lower level of money income. This is specially the case if the penalties (in the form of 
lost transfer payments) for working are substantia). It is easy to picture situations in which the 
implicit tax on work effort from this source is 100 percent, or more, when costs of getting to and 
from work, child care, and various taxes, such as State and local income tax and social security 
taxes, are taken into account. Add to this the fact that many transfers are of the noncash varie- 
ty and the possibility of reduced money income is enhanced. 

14 The Danziger-Plotnick findings are reported in Children m Poverty, Committee Print, Com* 
mittee on Ways and Means, U.S. House of Representatives (Washington, DC: U.S. Government 
Printing Office, 1985), pp. 157-58. 



ERIC 



40 



33 



Decreasing marginal rates of poverty reduction raise the possibil- 
ity that there is a threshold level of income transfers beyond which 
additioi.al transfer payments actually increase the poverty rate 
rather than decrease it. A linear extrapolation of the Danziger- 
Plotnick findings indicates that the marginal vate of poverty reduc- 
tion may actually have become negative ax. 1974 levels of cash 
transfers. See Figure 5-1. 



The Danziger-Plotnick results are strikingly suggestive of a hy- 
pothesis xhat has been suggested by several commentators on the 
nature of poverty in the United States. 15 Their thesis is that the 
level of transfer, or welfare payment, income ha5 reached such pro- 
portions that its associated work disincentive efiects lead to higher 
observed rates of official poverty. In a more technical vein, we dem- 
onstrate in Appendix 5-1 that the relationship between the .mar- 
ginal rate of poverty reduction and the level of income transfers 
shown in Figure 5-1 is exactly consistent with a relationship be- 
tween the overall poverty rate and the magnitude of income trans- 
fer that we call the Poverty-Welfare Curve. 16 See Figure 5-2. 



l& See, e.g., Murray, op. cit.; George Gilder, Wealth and Poverty (New York: Basic Books, 
1980); and Warren T. Brookes, The Economy tn Mind (New York: Universe Books, 1982), ch. 7. 

16 We have made this argument elsewhere. See, in particular, our (with Therese Foster), "The 
'New' Structural Poverty: A Quantitative Analysis, in War on Poverty— Victory or Defeat? 
Hearing, Subcommittee on Monetary and Fiscal Policy, Joint Economic Committee of the Con- 
gress of the United States, 99th Cong., 1st sess. (Washington, DC. U.S. Goveinment Printing 
Office, 1986), pp. 8-47. See, also, our Paying Peof le To Be Poor (Dallas, TX: National Center for 
Policy Analysis, 1986). 
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Some Estimates of the Poverty-Welfare Curve 

The concept of the Poverty- Welfare Curve is an intriguing one, 
especially since it may offer an explanation for a puzzling aspect of 
the behavior of the poverty rate in recent years. Following the in- 
ception of the War on Poverty, the official poverty rate in the 
United States declined quite consistently through 1973, at which 
point it stood at 11.1 percent. After 1973, though, it has shown a 
tendency to increase over time, reaching a post-1965 high of 15.3 
percent in 1983. This is a tale that is quite consistent with the mar- 
ginal rates of poverty reduction that emerge from the Danziger- 
Plotnick analysis. Is it coincidence that Figure 5-1 shows the mar- 
ginal rate of poverty reduction turning negative at roughly 1974 
levels of cash transfers, just 1 year after the poverty rate reaches 
its hi3luric low? To explore this possibility more thoroughly, we 
have formulated a statistical model based on Appendix 5-1 and 
have estimated a number of different versions of the Poverty-Wel- 
fare Curve. 

These first estimates introduce a variety of measures that are de- 
signed to control for the impact of general economic conditions on 
the aggregate official poverty rate. This must be done in order to 
allow for the possibility that the post-1973 behavior of the poverty 
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rate reflects nothing more than variations in the overall level of 
economic activity. The particular variables used to control for 
broad economic conditions are various data series that describe 
changes in the rate of unemployment and levels of real income in 
the United States. 

The aigument presented in Appendix 5-1 indicates that the rela- 
tionship between the level of income transfers and the poverty rate 
that is suggested by the concept of the Poverty-Welfare Curve can 
be expressed in a quadratic form of the following type: 

(1) P = a - bA + cA 2 

where P denotes the poverty rate and A is the volume of public 
income transfers (or aid) provided in the society. 

Initially, the specific measure of income transfers we use is per 
capita Federal public aid, measured in 1980 dollars. 17 This statistic 
is both a more inclusive and a less inclusive one than that em- 
ployed by Danziger and Plotnick. It is more inclusive in that it in- 
cludes certain types of noncash transfers, such as food stamps and 
medicaid payments. This would seem desirable since it would be ex- 
pected that there would be work disincentive effects associated 
with noncash transfers as well as with cash transfers. At the same 
time, it is less inclusive because it does not take account of non- 
Federal income transfers. However, at the start we think it desira- 
ble to focus on the impact of Federal programs by themselves. 
Later, we will take into consideration the non-Federal contribu- 
tions to real income transfers. 

Employing the aforementioned quadratic form for describing how 
income transfers and the poverty rate interact means that the gen- 
eral relationship between poverty and the factors we hypothesize to 
affect it is: 

(2) P = «Y, U, A, A*) 

where Y denotes a measure of the level of real income in the 
United States and U represents the unemployment rate. The spe- 
cific measure of income that is used is real per capita national 
income and the time period chosen for analysis is 1953-83. 

A number of possible ways of specifying an estimating equation 
that embodies the relationships of expression (2) are possible, de- 
pending on the way in which the poverty, income, and unemploy- 
ment variables are handled. Of special importance is the treatment 
of the unemployment variable. The evidence indicates that, early 
in the period 1953-83, the impact of unemployment on poverty was 
weaker than in the later years. 18 A part of the problem is the 
upward drift in the unemployment rate associated with an increase 
in the "natural," or equilibrium, rate of unemployment in the 
American economy that is characteristic of the 1970's. Part of that 
rise in the natural rate of unemployment itself may trace to the 
increasing volume of public aid. Such aid has the potential of modi- 
fying people's labor market search behavior in a way that is likely 



17 Federal public aid includes Aid for Families with Dependent Children (AFDC), Supplemen- 
tal Security Income (SSI), Medicaid, food stamps, and certain work training programs. 

19 Evidence of this may be found in "The 'New* Structural Poverty • ' \ op. cit., p. 12, where 
regression equations relating the poverty rate to income and unemployment levels are reported 
for the time intervals 1953-72 and 1973-83. 
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to produce increases in the observed unemployment rate. Thus, it 
may be hypothesized that the unemployment rate is a function of a 
certain set cf factors and the level of public aid. Our preferred 
method of dealing with this problem is to invoke an unemployment 
model reported in a 1982 staff study for the Joint Economic Com- 
mittee and to hypothesize the following: 19 

(3) U= flW, D, P r , A) 

where W denotes the level of money wage rates in the economy, D 
represents the gross national product (GNP) deflator, and P r is the 
average output per unit of labor. The advantage of this approach is 
that it permits the aid variable in a general estimating equation 
for poverty to capture the effects of the upward move in the natu- 
ral rate of unemployment chat may be attributed to increases in 
public aid. 

Employing standard U.S. Government data sources for the varia- 
bles described thus far (described in detail in Appendix 5-2 and 
shown, in part, in Table 5-2), a number of different versions of ex- 
pression (2) have been estimated. Some contain the expanded un- 
employment notion embodied in (3) and others use the convention- 
al measure of unemployment (in both linear and logarithmic form). 
In addition, several different forms of the income variable and 
linear and logarithmic values for the dependent variable, the pov- 
erty rate, are employed. All told, some 40 different versions of (2) 
have been estimated for purposes of this discussion. This was done 
in an effort to determine whether the statistical importance of the 
public aid variables is sensitive to the formulation of the statistical 
model. 

TABLE 5-2 —POVERTY RATE, UNEMPLOYMENT RATE, REAL PER CAPITA FEDERAL PUBLIC AID, AND 
REAL PER CAPITA NATIONAL INCOME, UNITED STATES, 1953-83 

[Defer values in 1980 prices) 



Percwtage Real per capita 

Poverty rate federal puttie aid N«toft3l income 



1953 - 


26.2 


2.9 


$2631 


$5,833 


1954 


27.9 


S5 


26.83 


5,691 


1955 




4.4 


27.98 


6,146 


1956 „ 




i.l 


28.00 


6,298 


1957 „ 


22.1 


4.3 


28.84 


6,229 


1958 




68 


29.98 


5,985 


1959 - 


22.4 


5.5 


33.16 


6,382 


1960 




55 


32.64 


6,420 


1961 




6.7 


35.10 


6,444 


1962 




55 


40.11 


6,763 


1963 


- 19.5 


5.7 


42.75 


6,971 


1964 


190 


5.2 


44.49 


7,279 


1965 




4.5 


48.40 


7,721 


1966 




38 


56.57 


8,124 


1967 


14.2 


38 


65.40 


8,248 


1968 


12.8 


3.6 


7654 


8,551 


1969 - 


12.1 


3.5 


87.22 


8,667 



" Lowell Gallaway and Richard Vedder, "The 'Natural' Rate of Unemployment," Staff Study, 
Subcommittee on Monetary and Fiscal Policy of the Joint Economic Committee, Congress of the 
United States (Washington, DC: U.S. Government Printing Office, Dec. 17, 1982). 
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TABLE 5-2.— POVERTY RATE, UNEMPLOYMENT RATE, REAL PER CAPITA FEDERAL PUBLIC AID, AND 
REAL PER CAPITA NATIONAL INCOME, UNITED STATES, 1953-83 — ConUnued 



|Dobt vakti til 19SO prices] 



Year 


Percentage Real per capita 
Poverty rate Unempkj^l federal pubfc a* National income 


1970 


12.6 


4.9 


100.19 


8,425 


19) i 


12.5 


5.9 


127.49 


8,555 


1972 


11.9 


56 


153.18 


9.070 


1973 


11.1 


4.9 


158 25 


9,506 


1974 


11.2 


5.6 


159.62 


9,088 


1975 


12.3 


85 


193.10 


8,799 


1976 


118 


77 


216.12 


9,190 


1977 


11.6 


7.1 


21857 


9,594 


1978. 


11.4 


61 


227.19 


9,986 


1979 


11.7 


58 


222.46 


10,072 


1980 


130 


7.1 


216.78 


9,316 


1981 


14.0 


7.6 


220.36 


9,311 


1982 


150 


9.7 


192.66 


8,993 


1983 


15 3 


9.6 


197.54 


9,331 


1984 


14.4 


7.5 


NA 


9,916 



Source See Appendix 5-2. 

An analysis of the results indicates that the public aid variables 
perform in a consistent fashion, regardless of the overall form of 
the estimating equation. In all 40 versions, the linear aid variable 
has a negative sign and the quadratic aid variable has a positive 
one. As to the statistical significance, 35 of the linear and 36 of the 
quadratic coefficients are significant at the 5 percent level. 20 From 
the standpoint of the stability of the coefficients, the minimum 
values in the various groupings range from 55.6 percent to 90.6 per- 
cent of their respective maximum values. (See Table 5-3.) Thus, in 
general, the public aid variables in the various forms of the esti- 
mating equation tend to confirm the hypothesis that transfer pay- 
ments eventually become counterproductive when used as a policy 
device to reduce the incidence of poverty in the economy. In short, 
they support the existence of the Poverty-Welfare Curve. 

TABLE 5-3— ANALYSIS OF REGRESSION COEFFICIENTS FOR REAL PER CAPITA AID VARIABLES, 40 
STATISTICAL MODELS EXPLAINING BEHAVIOR OF POVERTY RATE 



Coefficient art nature ol statistical model 1 



Characteristics of Coeffoents Pov txpanded LogPov Expanded PovNonExpanded logPov Non Expanded 



Maximum value -.081 .00026 -.0056 .000018 -.1085 .00029 -.0058 .000016 

Minimum value -.055 .00014 -.0051 .000014 -.0610 .00017 -.0048 .000013 

Mean..- -.061 .00023 -.0053 .000016 -.0888 .00024 -.0053 .000015 

Minimum as percent ol 

Maximum 2 *7.8 55.1 90.6 77.5 562 58.2 82.7 80.1 

Number of significant 
coefficients at 5 percent 

level (Out Ol 10) 9 9 10 10 7 7 9 10 



20 A summary of the regression results for at) 40 models is contained in App. 5-3. 
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TABLE 5-3.— ANALYSIS OF REGRESSION COEFFICIENTS FOR REAL PER CAPITA AID VARIABLES, 40 
STATISTICAL MODELS EXPLAINING BEHAVIOR OF POVERTY RATE— Continued 





Coefficient and nature of statistical model 1 




Characteristics of Coefficients 


Pov Expanded LogPov-Expanded Pov Non Expanded 


LogFw Non-Expanded 




Ari AidSq Aid ArtSq Aid AidSq 


Aid ArfSq 


Number of significant 
coefficients at 10 percent 
level (out of 10) 


9 9 10 10 8 9 


10 10 



1 Pov and logPov denote, respectively, that the dependent vanaole n the regression model is the poverty rate and the logarithm of the poverty 
rate Expanded means that the model employs the value of money wage rates, the gross national product deflator, and the average productrvity ol 
boor as independent variables to take account of the mpact of unemployment on the poverty rate. Norieipanded means that either the 
unemployment rate or its logarithm are used directly as a measure of unemployment 

' Percentages are calculated usiig values of the coefficients that have not been rounded to the extent shown in taole 

Source: Authors" calculations. 

One full set of regression estimates is shown in Table 5-4. They 
have the linear form of poverty as the dependent variable and the 
expanded version of the unemployment relationship as independ- 
ent variables. The overall performance of these regressions in ex- 
plaining the behavior of the poverty rate over the period 1953-83 is 
excellent in a statistical sense, with all the coefficients but one 
being significant at the 5-percent level and 98 percent of the varia- 
tion in the poverty rate being explained. 

TABLE 5-4.— SELECTED POVERTY MODELS, UNITED STATES, 1953-83 



Regression parameters 



Mode. 



Constant ***** GNP deflator proKty Income* Aid' Aid squared R 1 D-W 
" ,e of labor 



1 


77.97 


0.79 


-0.83 


-0.49 


-0.14 


-.0577 


.0002604 


.98 


2.03 




(7.87) 


(3'3) 


(3.41) 


(507) 


(3.74) 


(2.28) 


(3.17) ... 






2 


101.24 


0.64 


-0.67 


-031 


-23.49 


-.0596 


.0002299 


.98 


1.79 




(9.92) 


(3.54) 


(3.24) 


(2.99) 


(4.88) 


(2.65) 


(3.27) ... 






3 


82.73 


0.74 


-0.77 


-0.41 


-2.67 


-.0585 


.0002479 


.98 


1.94 




(8.73) 


(3.75) 


(3.44) 


(406) 


(4.30) 


(2.45) 


(3.26) ... 






4 


20.73 


0.53 


-0.54 


-0.24 


-186.77 


-.0606 


.0002087 


.98 


1.58 




(1.53) 


(3.00) 


(2.72) 


(2.15) 


(5.22) 


(2.80) 


(3.12) ... 






5 


94.73 


0.53 


-0.55 


-0.23 


-9.66 


-.0548 


.0001881 


.98 


1.53 




(7.99) 


(2.47) 


(2.25) 


(1.75) 


(2.60) 


(2.42) 


(2.40) ... 
















0.41 











(1.91) 



1 The values in parentheses beneath the regression coefficients are t statistics. 

* Income b real per capita national mcorct n 1980 prices. The income vanabtes are, respcctrvely. models 1-5, income squared, log income, 
income, reciprocal of income, and a quadratic form, income and income squared. The first iwme coeffioeflt n model 5 c for Income, the second 
for income squared 

9 Real per capita Federal puttie aid. 

Source Authors' calculations 



Interpreting the Evidence 

Quite clearly, the empirical evidence just reported argues very 
strongly for the existence of the Poverty-Welfare Curve, meaning 
that, beyond some threshold level, transfer income of the public aid 
type will lead to increases in the poverty rate. However, what is 
that threshold level of public aid? Table 5-5 provides an answer to 
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that question. The data contained in it give a range of estimates, 
running from a minimum of $110.17 per capita to a maximum of 
$194.94. Per capita refers to the entire population, not just to those 
classified as being in poverty. The overall average of the estimates is 
$165.35. 

TABLE 5-5.— THRESHOLD VALUES FOR REAL PER CAPITA FEDERAL PUBLIC AID, 1 VARIOUS POVERTY 



MODELS, UNITED STATES, 1953-83 




Natwe of statistical model 


Jfutttott measure 


Dependent variaNMog poverty Dependent variable poverty 


Expanded wv- Non^xparted Expanded uo- Non-expanded 
employment unemployment employment unemployment 




$161.70 $177.18 $138.52 $183.98 




182.16 190.47 193.78 194.94 




142.00 164.72 110.17 167.05 




780 86.5 56.8 85.7 



' In 1980 Prices 

Source. Authors' calculations 



The most useful estimates of the threshold level of per capita 
public aid are those using the expanded form of the unemployment 
relationship in the estimating equation. This is due to this form of 
the estimating equation shifting the impact of public aid on the un- 
employment rate to the coefficients of the public aid variables. In 
the other versions of the estimating equations, there is an indirect 
effect of public aid on poverty, operating through the unemploy- 
ment variable, that is not captured by the coefficients of the public 
aid measures. Focusing just on the expanded unemployment type 
equations yields an average threshold aid estimate of $150.11 per 
capita. 

How does the $150 per capita public aid figure compare with 
actual levels of aid? Referring to Table 5-2, we see that the $150 
level was first exceeded in 1972, the year before the poverty rate 
reached its all time low. In every year since, through 1983, per 
capita levels of Federal public aid have exceeded that threshold 
level, by over 50 percent in 1978. Thus, for 12 consecutive years, 
following 1971, the magnitude of Federal public aid was in the 
range in which it actually resulted in poverty being greater then it 
would have been with a smaller amount of aid; 1983 levels of 
public aid were slightly more than 30 percent greater than the 
$150 figure. The gap between the actual level of aid and the aver- 
age threshold level translates into $11 billion (in 1980 prices) of 
Federal public aid that has the primary effect of increasing the 
poverty rate. 

Concluding Remarks 

Our analysis to this point has developed substantial empirical 
evidence that seems to confirm the existence in the United States 
of what we have called the Poverty-Welfare Curve. Given the sharp 
turn in American public policy in the mid-^O's in the direction of 
increasing the importance of direct income transfers as a strategy 
for eliminating poverty, this is an extremely significant finding. 
What it suggests is that the basic thrust of the War on Poverty 
may well have taken a detour along a path that has led to the ap- 
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parent failure ^pf current antipoverty programs. However, before 
reaching a conclusive judgment in that regard, we will await the 
findings of the next section of this study, in which we will explore 
in greater depth the underlying evidence regarding the nature of 
the Poverty-Welfare Curve. 

Appendix 5-1.— The Logic of the Poverty-Welfare Curve 

The declining rate of poverty reduction associated with increases 
in transfer payments shown by the Danziger-Plotnick investigation 
implies the existence of a nonlinear relationship between the pov- 
erty rate and the volume of transfer payment income, either cash 
or noncash, available to people with low levels of income. To dem- 
onstrate this, we express the relationship shown in Figure 5.1 as 
follows: 

(1) 8P/8A = -(m-nA) 

where P represents the poverty rate and A the volume of public 
aid available in the system. 

To derive the underlying relationship between poverty and 
public aid, we simply take the integral of (1), which is: 

(2) k - m A + n A 2 

Expression (2) indicates that a first approximation of the basic 
relationship between the level of poverty and the amount of public 
aid offered by the society is a quadratic one, i.e., 

(3) P = a - b A + c A 2 

The quadratic formulation of the poverty-public aid nexus has 
profound implications for public policy. Specifically, it argues that 
there is some amount of public aid which will minimize the poverty 
rate. We call this the threshold level. Additional aid, beyond the 
threshold, will have the effect of increasing the poverty rate, rather 
than decreasing it. What this means is that the th: eshold level of 
public aid is an extremely important public polio/ parameter. By 
differentiating (3), setting the result equal to zerj, and solving, we 
obtain the following: 

(4) T = b/2c 

where T denotes the threshold level of public aid. 

Knowing this, we can calculate the threshold level of public aid 
if we can develop reliable statistical estimates of the parameters b 
and c. Of course, the threshold value occurs at the point at which 
the Poverty-Welfare Curve presented in the text commences to 
become positively sloped as aid is increased. 

Appendix 5-2.— Data Sources 

The data sources employed in analyzing the behavior of the pov- 
erty rate in the United States in this section of our study are as 
follows: 

(1) Poverty Rate: U.S. Bureau of the Census, Current Popula- 
tion Reports, series P-60, various issues. 

(2) Unemployment Rate: U.S. Bureau of Labor Statistics, 
Employment and Earnings, various issues. 
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(3) Money Wage Rate: Compensation per hour, business 
sector, as reported in Table B-40, Economic Report of the Presi- 
dent (Washington, DC: U.S. Government Printing Office, 1985). 

(4) Gross National Product Deflator: Implicit price deflator, 
business sector, as reported in Table B-40, Economic Report of 
the President (Washington, DC: U.S. Government Printing 
Office, 1985). 

(5) Average Productivity of Labor: Output per hour of all 
persons, business sector, as reported in Table B-*0, Economic 
Report of the President (Washington, DC: U.S. Government 
Printing Office, 1985). 

(6) National Income: As reported in Table B-19, Economic 
Report of the President (Washington, DC: U.S. Government 
Printing Office, 1985). 

(7) Consumer Price Index: As reported in Table B-52, Eco- 
nomic Report of the President (Washington, DC: U.S. Govern- 
ment Printing Office, 1985). 

(8) Federal Public Aid: "Federal public aid," as reported by 
the Social Security Administration in the Social Security Bulle- 
tin, various issues. 

(9) Populaticn: U.S. Bureau of the Census, Current Popula- 
tion Reports, series P-25, various issues. 

Appendix 5-3. — Per Capita Aid Coefficients and Threshold 
Values of Pur Capita Aid, 1 40 Statistical Models of Poverty, 
United States, 1953-83 



MocW fo>m and nature ol mcome variable * 


Threshold va.be o( 


Regression coefficients 


puttie ad 


Aid 


Aid squared 


LogPoverty- Expanded Unemployment- Autw egrcssive Adjustment. 
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$146 23 


3 — 0053256 


3.00001821 


LRPCNY. 
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3—0056175 


3 .00001665 


RPCNY 


152.41 


3 -.0054970 


3.00001757 


PCYREC 


182.16 


3 -.0053556 


3.00001470 


PCNYSQ and RPCNY 


163.86 


.0055101 


3.00001531 


LogPoverty-Log Unemptoyment-Autofegressive Adjustment: 








PCNYSQ 


178 20 


3 -.0051557 


3.00001441 


LRPCNY 


181.75 


4 -.0047764 


3.00001314 


RPCNY 


164.72 


3—0051855 


3.00001574 


PCYREC 


190.47 


3—0054093 


3.00001420 


PCNYSQ and RPCNY 


181.38 


3 — .0057751 


3.00001592 


LogPoverty-UnempIoyment-AutOfegressive Adjustment: 








PCNYSQ 


174.72 


3—0057309 


3.00001640 


LRPCNY. 


174.19 


3—0051387 


3.00001475 


RPCNY 


173.60 


3— G054337 


3 .00001565 


PCYREC 


179.55 


3 — .0053903 


3.00001501 


PCNYSQ and RPCNY 


173.23 


3-0052453 


3.00001514 


LogPoverty-Expanded Unemployment 5 






3.00001832 


PCNYSQ.., 


142.00 


3-0052029 


LRPCNY 


164.73 


3-.0051855 


3.00001574 


RPCNY 


150.99 


3 —0051912 


3.00001719 


PCYREC 


181.68 


3 -0051562 


3.00001419 




163.22 


3-0050897 


3.00001553 


Poverty-Expanded Unemptoymen t- Autor egre$sive Adjustment: 








PCNYSQ 


110.17 


3-.0577287 


3.0002622 


LRPCNY 


137.14 


3-.0663234 


3.0002418 



9 

ERIC 



49 



42 



Appendix 5-3.— Per Capita Aid Coefficients and Threshold 
Values of Per Capita Aid, 1 40 Statistical Models of Poverty, 
United States, 1953-83— Continued 
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3 .0002418 
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167.05 


3 


-.0702270 


-.0002102 


177.83 
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-.061032f 


3 .0001716 
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3 


-.0577331 


3 .0002604 


129.52 
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-.0595512 


3 .0002299 


117.09 


3 


-.0584523 


3 .0002479 
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-.0605617 


3 .0002087 
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-.0547999 


3 .0001881 
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PCNYSQ and RPCNY 

Poverty-Log UnempJoyment-Autwegressive Adjustment: 

PCNYSQ 
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RPCNY 

PCYREC 

PCNYSQ and R r> CNY 

Poverty Unemploymut-Autoregressive Adjustment: 
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' Rfal per capita federal public aid in 1980 prices 

•Real per capita national income m 1980 prices The codes for the income variables are as follows PCNYSQ = income squared. LRPCNY = 
log income. RPCNY - income. PCYREC - the reciprocal of income-, and PCNYSQ and RPCNY make up a quadrate form of the income variable. 

3 Sijmf ant at the 5 percent level or beyond Qne-tailed test 

4 Si** ream at the 10 percent level or beyond One-tailed lest 

* fc * absence of an autoregressrve adjustment, the Durbn-Watson statistics are important The respective O-Ws for the I02 poverty-expanded 
urwptcyment models are-. 1 87. 1 55. 1 75. 1 36. and 1.57 for the coverty-expanded unemployment models, they ate. 2 03. 1 79. 1 94. 1.58. and 
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VI. MORE ON POVERTY AND WELFARE 



There are a number of potential criticisms that might be offered 
with respect to our analysis of the relationship between poverty 
and the level of welfare benefits in the United States. The list is 
extensive: 

(1) Perhaps the choice of a measure of welfare benefits is 
biasing the results. Our measure is confined to Federal public 
aid and does not include a substantial amount of benefits that 
are provided at the State and local government level. 

(2) The specific manner in which the public aid measure is 
defined, i.e., as per capita public aid, may be a problem. Per- 
haps it should be public aid per poor person, or a nonlinear 
version of public aid, or even the volume of public aid relative 
to the level of income in the United States. 

(3) Introducing the public aid measure in a quadratic fashion 
into our estimating equations may be biasing our findings and 
disguising a true negative relationship between public aid and 
the poverty rate. 

(4) The definition of poverty may be questionable on several 
counts. To begin, changes in the poverty threshold level of 
income are governed by movements in the Consumer Price 
Index (CPI). In recent years, it has become widely recognized 
that there are biases in the CPI during a substantial portion of 
the period under analysis. Therefore, an alternative measure 
of poverty might be preferable, one that corrects for this diffi- 
culty. 

(5) The poverty definition may be flawed due to its not 
taking into consideration the impact of noncash, i.e., inkind 
types of transfers. In reality, "true" poverty, not just poverty 
in a money income sense may behave quite differently from of- 
ficial poverty. 

(6) The behavior of the overall poverty rate may be mislead- 
ing due to differential movements in poverty among various 
demographic subgroups of the population. Conceivably, this 
could result in the observed overall Poverty-Welfare Curve 
being nothing more than a statistical artifact. 

(7) The reliance on time series data may account for the re- 
sults that have been observed. Perhaps the relationships that 
have been identified are merely statistical "accidents" associat- 
ed with the passage of time. 

The Choice of a Measure of Welfare Benefits 

In order to deal with this wide range of possible objections to the 
analysis that has been reported, we have conducted a very exten- 
sive sensitivity analysis of our results. Much of it is reported in 
Table 6-1. To begin, the definition of public aid has been expanded 
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to include that provided at the State and local level. The basic data 
have been assembled for the time period 1955-83. Linear and quad- 
ratic versions of this aid measure, expressed in real terms per 
capita, were then substituted in our basic estimating equation, re- 
placing Federal per capita income. 

TABLE 6-1.— ALTERNATIVE POVERTY MODELS, UNITED STATES, 1953-83 

»» l» — JS». " — ' R " " jjg g 

1 53-83 An-0 FPA/PC -3.17 3.74 .9834 1.92 $127.66 71-72 

2 55-83 AIM) TPA/PC -4 55 4.86 .9855 1.80 214.41 71-72 

3 53-83 AIM) .. FPA/PP -3.16 3.79 .9833 1.94 1,095.17 71-72 

4 55-83 AIM) TPA/PP -5.03 5.42 .9872 1.91 1,871.27 71-72 

5 53-83 A1I-W FPAW/PC -3.19 3.91 .9854 1.86 127.98 70-71 

6 S5-83 AH-W TPAW/PC -4.56 4.98 .9373 1.68 212.75 70-71 

7 53-83 AJI-W...... FPAW/PP -3.00 3.80 .9851 1.85 1,115.63 71-72 

8 55-83 AJI-W „ TPAW/PP -4.54 5.15 .9878 1.79 1,964.74 71-72 

9 59-83 Child ™/PC -2.08 2.85 .9486 1.52 116.39 70-71 

10 59-83 Child .HA/PC ^ —1.53 2.03 .9197 1.06 181.01 70-71 

11 59-83 Child FPA/PP -2.58 3.40 .9543 1.57 1,060.11 71-72 

12 59-83 Child TPA/PP -3.40 4.27 .9612 1.65 1,687.36 71-72 

13 53-83 Non-Aged...- FPA/PC -2.04 2.88 .9774 1.82 106.70 70-71 

14 55-83 Non-Aged... TPAPC -337 4.00 .9793 1.75 192.74 70-71 

15 53-83 Non-Aged FPA/PP -1.95 2.84 .9768 1.82 898.90 70-71 

16 55-83 Non-Aged TPA/PP -356 4.29 .9803 1.82 1,676.22 71-72 

17 53-83 Midyears FPA/PC d -1.53 2.45 .9776 1.94 94.30 69-70 

18 55-83 Mid-Years TPA/PC -2.81 3.53 .9798 1.95 18231 70-71 

19 53-83 Mid-Years FPA/PP ^ — 1.31 2.25 .9759 1.91 766.46 69-70 

20 55-83 Mid-Years TPA/PP -2.81 3.57 .9797 1.97 1,58536 70-71 

21 64-83 Wht-0 FPA/PC..... -2.43 2.81 .9369 2.04 162.82 74-75 

22 64-83 Wht-0 TPA/PC -2.91 3.31 .9188 2.19 24829 72-73 

23 64- 83 Wht-0 FPA/PP -2.89 3.23 .9174 2.08 1,491.73 74-75 

24 64-83 Wht-0 TPA/PP -336 3.68 .9267 2.23 2,311.45 74-75 

25 64-83 Blk-0 FPA/PC -2.12 2.79 .8151 1.38 144.55 71-72 

26 64-83 Blk-0 TPA/PC -2.73 3.47 .8416 1.47 221.79 71-72 

27 64-83 Blk-O..... FPA/PP -2.53 3.15 .8296 1.35 1,337.07 72-73 

28 64-83 Blk-0 TPA/PP -3.16 3.84 .8553 1.45 2,08130 72-73 

29 59-83 Mafe^) FPA/PC -3.59 4.04 .9839 2.02 141.16 71-72 

30 59-83 Male-0 TPA/PC -4.41 4.83 .9864 2.18 217.26 71-72 

31 59-83 Mate-0 FPA/PP -4.14 4.61 .9858 2.06 1,257,42 71-72 

32 59-83 Male-0 TPA/PP -4.93 5.37 .9880 2.20 1,942.82 71-72 

33 59-83 fem-0 FPA/PC d 000 d 052 .9016 2.55 NA NA 

34 59-83 Fem-0 TPA/PC d -0.34 d 0.90 .9045 2.57 NA NA 

35 59-83 Fem-O.... FPA/PP d -0.21 d 0.74 .9022 2.55 NA NA 

36 59-83 Fem-0 TPA/PP d -0.51 d 1.08 .9052 2.58 NA NA 

37 59-83 Fem-0 FPA/PC M.72 NA .9054 2.52 NA NA 

38 59-83 Fem-0 TPAPC M.73 NA .9054 2.48 NA NA 

39 59-83 Fem-O. FPA/PP M.67 NA .9045 2.51 NA NA 

40 59-83 Fem-0 TPA/PP M.65 NA .9043 2.48 NA NA 

•Codes for poverty measures art AM-O-Offoal, Total. AJl-W-Wecher Adjusted, Total, CtvW- Official, Related CWren under Age 18, Noj- 

AMdeOffaa!. Age less than 65, Mjd-Years. Official, Total less Age 65 and over and Related CMJren under Age 18, Wht-0 = Officii. Wbte, BIX 

0» Official, BtxX; M^aQffoJl. Ifcle Head of HouseWd. and FenvO- Official, female Head of HouseWd r ^ . ... 

►Codes (of Ad Measures are- fPA. Federal Pubfc Aid. TPA- Total Pubte Aid. PC -Per Capita. PP=Pw Poor Person, fPAW*federal PuOk Aid 
adjusted by Wether pros, TPAW«Total Putfc Aid adjusted by Weicher prices. All ad measures m real terms 

« Adjusted to degrees of freedom. 

4 Not significant at 5 percent level, one-Uded test of significance. 

•Not signet at 5 percent level two-tataf test of significance. 

NA. Not applicable. 

Source: Authors" calculations. 

The first two rows of table 6-1 provide a comparison of the statis- 
tical results obtained in our initial analysis and those produced 

using the more extended public aid measure. As can be seen read- 
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ily, if anything, the new results are more robust than the previous 
ones,.especially with respect to the behavior of the public aid meas- 
ure. Both the linear and the quadratic terms have the expected 
signs and their t-values are substantially greater than those ob- 
tained using just the Federal aid data. Of course, the aid measure 
is now larger than before and, therefore, the threshold value of aid 
is greater. However, the point at which the income enhancing ef- 
fects of public aid are overwhelmed by the disincentive effects 
occurs at the same time, around 1*/ 71-72. Clearly, using the more 
extended measure of public aid does not alter our basic conclusions 
in the slightest; 

Alternative Definitions of the Public Aid Measure 

Next, we consider the possibility that our public aid variables 
have been misdefined. It could be argued that it is more appropri- 
ate to focus on the volume of public aid per poor person when at- 
tempting to explain variations in the poverty rate. Therefore, we 
have modified both the Federal and total public aid measures to ex- 
press them as aid per person considered to have a poverty level of 
money income. 

Rows three and four of Table 6-1 show the results of reestimat- 
ing our basic poverty equation using this form of the public aid 
measure. Again, the statistical results are quite comparable to 
those already reported. Whether using Federal or total public aid, 
the signs of the public aid variables are consistent with the exist- 
ence of a Poverty- Welfare Curve and all the regression coefficients 
are highly significant in a statistical sense. More important, once 
again the threshold level of public aid is reached during the time 
period 1971-72. The conclusion is obvious. Our basic argument is 
unaffected by redefining the public aid variables so that they are 
expressed as aid per poor person. 

In addition, we have also explored the impact on our statistical 
results of employing both a logarithmic version of the public aid 
measure and public aid expressed as a fraction of per capita nation- 
al income. The sensitivity analysis involving the use of these meas- 
ures L, extensive. Some 60 different variants of the basic model 
have been estimated for each of the alternative aid measures. The 
results are summarized in Table 6-2. In the case of the logarithmic 
form of public aid, all coefficients have the signs to which we have 
become accustomed, all but one of both the linear and the quadrat- 
ic coefficients are significant at the 5 percent level, and all coeffi- 
cients are significant at the 10 percent level. With aid expressed as 
a fraction of income, all coefficients have the expected sign and are 
significant at the 5 percent level. This strongly suggests that the 
underlying statistical model is relatively insensitive to alterations 
in the manner in which it is formulated, at least where the public 
aid variables are concerned. 
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TABLE 6-2. — RESULTS OF ESTIMATING POVERTY MODELS WITH ALTERNATIVE FORMS OF PUBLIC AID 
VARIABLE, UNITED STATES, 1953-83 





Numte of coeffoents 


Nunc* with expected 


Numta sigmfttnt at 5 


Numta s»irafcant jt 10 


fan d Ad VJruWe 




sign 


percent level 


patent tevd 


AxJ Axteq 


Arf Axfcq 


Ad Axfcq 


A* AxJsq 


logarithmic 


60 $0 


60 60 


59 59 


60 60 


Relative to income 


60 60 


60 60 


60 60 


60 60 



Source Authas' utoUtoru 



The Appropriateness of the Quadratic Form 

Another possible difficulty with our analysis is that the choice of 
the quadratic form for incorporating the impact of public aid in our 
estimating equations may constrain the results in a fashion that in- 
troduces a systematic bias. It might even be that, in the absence of 
the quadratic functional form, the relationship between poverty 
and public aid would be both significant and negative. To explore 
that possibility, we have estimated some of the basic equations 
using a si:;gle measure of per capita aid, either in a linear or a log- 
arithmic form. The results are interesting. When aid is introduced 
in a simple linear fashion, along with the usual variables to control 
for variations in the general level of economic activity, it is highly 
significant in a statistical sense with a positive sign. By itself, that 
would suggest that throughout the time period under consideration 
aid has had the effect of increasing poverty rather than decreasing 
it We find this a highly improbable conclusion, especially when 
the results of introducing aid in a logarithmic fashion are consid- 
ered. When that is done, the aid measure is insignificant, although 
it has a negative sign. This is highly consistent with the existence 
of a nonlinearity, such as that described by a quadratic functional 
form. 

Possible Bias in the Consumer Price Index 

Recently, John Weicher presented an analysis which argues that 
the pattern of change in the poverty rate is somewhat different 
than that suggested by the official statistics. The crux of his argu- 
ment is the widely recognized systematic bias that crept into the 
calculation of the Consumer Price Index (CPI) during the 1970's. 
Weicher offers alternative data series for both the Consumer Price 
Index and the poverty rate which make a correction for the bias in 
the CPI. 1 These are shown in Table 6-3. To illustrate the impact of 
the Weicher argument on the definition of poverty, Figure S-l has 
been constructed. It compares the Weicher poverty rates with the 
official ones for the period 1967-83; 1968 is the first year in which 
the Weicher rates differ from the official. 

1 John C. Weicher, "Mismeasunng Poverty and Progress," American Enterprise for Public 
Policy Research, December 1985. 
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TABLE 6-3. — WEICHER-ADJUSTED CONSUMER PRICE INDEX AND POVERTY RATES, UNITED STATES, 

1967-84 



«*« a Tgg? 







1000 


14.2 


14.2 






103.7 


12.8 


12.7 






1083 


12.1 


11.8 




^ 1163 


1136 


12.6 


12.1 




191 1 


HQ C 


19 Z 
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19 ft 


1972 - 


125.3 


122.1 


11.9 


11.4 


1973 


133.1 


129.7 


11.1 


10.7 


1974 


147.7 


142.8 


11.2 


10.7 


1975 : 


161.2 


154.6 


12.3 


11.5 


1976 


170.5 


1635 


11.8 


11.0 


1977 „ 


181.5 


1739 


11.6 


10.8 


1978 


H5.4 


185.7 


11.4 


10.5 


1979 


217.4 


203.6 


11.7 


10.5 


1980 


2468 


226.4 


13.0 


11.5 


1981 


?72.4 


247.9 


14.0 


12.2 


1982 


289.1 


263.0 


15.0 


13.2 




298.4 


271.5 


15.3 


13.3 


1984 


311.0 


2830 


14.4 


12.6 



Source- John C. Warter. M Mcmeajunfl£ Poverty and Progress.'" American Enterprise Institute for Public Poficy Research. December 1985, 

The significance of the Weicher analysis for us is that his pover- 
ty series shows a much less pronounced pattern of poverty reach- 
ing a minimum. His minimum occurs some 5 years after the offi- 
cial poverty rate reached its lowest point. This raises the possibility 
that using the Weicher poverty series as a dependent variable 
would produce different conclusions than we have reached. 

To resolve this potential difficulty, we have used the Weicher 
price index series to adjust our measures of real public aid and na- 
tional income and reestimated our basic statistical model. Some of 
the results are reported in Table 6-1. Rows five through eight of 
that table describe the baoic statistical parameters for equations 
using either Federal or total public aid, expressed in both the per 
capita and per poor person form. They show no significant depar- 
tures from the previous results. All of thp Public aid coefficients 
are highly significant and the threshold levels of public aid are 
reached some time between 1970 and 1972. 
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These results are confirmed in a more extended sensitivity analy- 
sis using data adjusted to take into account the Weicher argument. 
In 180 different versions of the basic model, the use of the Weicher 
data produces no instance of the signs of the public aid coefficients 
deviating from what has become the "normal pattern. In addition, 
179 of the linear and 177 of the quadratic coefficients are signifi- 
cant at the 5 percent level, and only 1 coefficient, a quadratic one, 
is not significant at the 10 percent level. Again, nothing emerges 
from the substitution of Weicher-adjusted data for the official infor- 
mation that is inconsistent with the basic conclusions that have al- 
ready been described. 

The Importance of In-Kind Transfer Payments 

The official poverty rate statistics also may be criticized for their 
exclusive reliance on measures of money income when determining 
the incidence of poverty. In a world in which noncash governmen- 
tal transfers have become increasingly more important through 
time, evaluating the economic status of those with low incomes 
solely on the basis of their levels of money income could be decid- 
edly misleading. In recognition of this, the Census Bureau has de- 
veloped various data series that attempt to take account of the im- 
portance of noncash transfers to the poor. These alternative pover- 
ty measures are available beginning in 1979. 

Three different versions of an in-kind transfer adjusted poverty 
rate are offered. One evaluates the in-kind transfers at the prices 
these transfers would sell for in the private market. A second esti- 
mates the cash-equivalent value to the recipients of the services 
provided by these transfers, i.e., it measures the value of the serv- 
ices by estimating the cash value that those who receive in-kind 
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transfers attach to them. Last, there is a series which limits the 
value of various in-kind transfers to the share of income spent on 
these items by those at or near the poverty line in 1960-61. The 
various series, along with that for the regular poverty rate, are 
shown in Table 6-4. 

TABLE 6-4.— ACTUAL POVERTY RATE AND POVERTY RATES ADJUSTED FOR PRESENCE OF NONCASH 
GOVERNMENT BENEFITS, UNITED STATES, 1979-84 

(In percent) 



Poverty rate adjusted for noncash benefits 
Vear Actual cwerty WW d atatnwt 



Market value Cash equivalent Budget share 



1979 12.1 6.4 8.2 8.9 

1980 13.0 7.9 10.4 10.4 

1981 14.0 9.0 11.7 11.5 

1982 15.0 10.0 12.7 12.5 

1983 153 10.3 13.1 13.0 

1984 14.4 9.7 12.2 12.1 



Source; US. Bureau of the Census, Current Population Reports, series P-50. 

A visual examination of these alternatives to the conventional 
poverty definition suggests that they move in concert with the 
standard poverty rate. In particular, it is worth noting that the 
year to year changes in the rates are very similar. Ideally, though, 
it would be useful to have a full data series that would enable us to 
replicate our statistical results using an in-kind transfer adjusted 
poverty rate. 

With a set of reasonable assumptions it is possible to construct 
the necessary data series. In 1953, all of the Federal public aid ex- 
penditures were in a cash form, i.e., there were no in-kind transfers 
to consider. Thus, the official and in-kind adjusted poverty rates 
may be viewed as being identical. After 1953, there is a gradual es- 
calation of the volume of in-kind transfers. They become more and 
more important in the total scheme of public aid outlays. Since we 
know the differential between the regular and the in-kind adjusted 
poverty rates after 1978, we can estimate the adjusted poverty 
rates for the years between 1953 and 1979 by assigning each year a 
share of that differential based on the relative importance of in- 
kind transfers in public aid expenditures in that year. The impact 
of doing this is shown in Figure 6-2. In that diagram the official 
poverty rate data series (labeled 1) is shown as well as the cash 
equivalent (labeled 2) and market value (labeled 3) series that have 
been estimated with our procedure. The estimated series for the 
poverty budget share variant of the in-kind adjusted poverty rate is 
so similar to the market value series that it is not included in the 
diagram. 
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Figure (-2: IrenJs in Poverty 1953-1983 . 
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1953 1968 1965 1978 1975 1983 



. 1 = Official 2 = Cash Equivalent 3 - Harket Value 

The three in-kind adjusted poverty rate data series we have con- 
structed were then substituted into our basic statistical model in 
place of the officia 1 poverty rate as a dependent variable. A sample 
of the results of estimating these versions of our poverty model is 
reported in Table 6-5. All three variants of the in-kind adjusted 
poverty rate are associated with the standard public aid measure 
in a fashion that is indistinguishable from the relationship ob- 
served when the official poverty rate is the dependent . riable. 
The regression coefficients for the public aid measures are highly 
significant and the threshold value of public aid that is indicated 
by the equation is attained somewhere between 1970 and 1972, de- 
pending on the particular definition of poverty being used. Appar- 
ently, redefining poverty to incorporate the impact of in-kind trans- 
fers on the well-being of the low-income population does not alter 
the configuration of the Poverty-Welfare Curve. 



TABLE 6-5.— RESULTS OF STATISTICAL ESTIMATION OF BASIC POVERTY MODEL WITH POVERTY 
RATES ADJUSTED FOR PRESENCE OF NONCASH GOVERNMENT BENEFITS, UNITED STATES, 1953-83 



Poverty definition 


Regression statutes 
(•Statistics 

R2. 

Ajd Artsq 


0-W 


Threshold 
level of 
public aid 


When 
reached 




-369 


5.25 


.9827 


1.84 


$121.73 


70-/1 




-3.69 


4.83 


.9755 


1.86 


134.94 


71-72 




-3.56 


5.04 


.9772 


1.92 


120.94 


70-71 



Source. AuthOfj - catoiUMos 
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Dem graphic Variations in the Poverty- Welfare Curve 

One fLial potential problem with our time series analysis re- 
mains. Could it be that our basic findings reflect some kind of ag- 
gregation bias in the data? After all, there are a number of differ- 
ent demographic subgroups included in the overall poverty experi- 
ence of the Nation. In order to assess the potential impact of this 
on our findings, we have assembled from the official data poverty 
series for: (1) Related children under the age of 18 living in fami- 
lies, (2) those less than age 65, (3) those less than age 65 and not 
related children living in families, (4) whites and blacks, and (5) 
households, by sex of head. In some cases, gaps in the data series 
have been filled using interpolative techniques based on regression 
equations estimated from the existing data. 

We look first at the data for related children. Four different ver- 
sions of our statistical model are reported in Table 6-1 (rows 9 
through 12). Results using uidier total or Federal per capita aid 
with aid expressed either as per capita or per poor person are 
shown. All of the aid coefficients have the expected sign and all but 
one is significant at the 5 percent level or beyond. The sole excep- 
tion is significant at the 10 percent level. Calculation of the thresh- 
old levels of public aid reveals that they are reached somewhere in 
the time period 1970-72, similar to all previous results. 

Next, we consider the behavior of the poverty rate when the 
aged, defined those age 65 and over, are excluded from the data. 
Again, four different versions of the model are reported in Table 6- 
1 (rows 13 through 16). All of the regression coefficients for the aid 
variables have the usual signs and are significant at the 5 percent 
level or beyond. And, once more, the threshold levels of aid expend- 
itures are reached between 1970 and 1972. 

Then, there are those in the middle years, neither a related child 
or aged 65 and over, who are analyzed separately. The findings are 
shown in rows 17-20 of Table 6-1. There is a slight variation from 
the previous patterns in these results. All coefficients on the aid 
variables have the anticipated signs. However, two of them are not 
significant at the 5 percent level and one is not significant at the 
10 percent level, although the t-value in this case is 1.31. Interest- 
ingly, the instances in which there is nonsigificance at the 5 per- 
cent level occur with the linear aid measure and not with the quad- 
ratic term. This suggests that the income enhancing effects of 
public aid are relatively weaker among the group under analysis 
and, by implication, that the disincentive effects are relatively 
stronger. That is not a surprising conclusion. It is this segment of 
the population, those who are neither aged or children, who have 
the strongest attachments to the labor market. Work disincentive 
effects should be stronger among this portion of the populace. In- 
terestingly, the threshold values of public aid for this gro'-p are 
consistently lower than those for the overall population or for just 
the nonaged population. Consequently, the threshold level of aid is 
reached about a year sooner, 1969-71. 

The preceding .remarks tend to clarify the nature of whatever ag- 
gregation bias there might be in our results. Apparently, including 
the aged in the poverty rate data series tends to overstate the 
income enhancing effects of public aid. This group is the primary 
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recipient of the massive Social Security income payments that 
occur in the United States, transfers that are not a part of the 
public aid variables that we have employed. Consequently, the 
income enhancement for the aged generated by these income flows 
is treated statistically as if it were the result of public aid trans- 
fers. How important this could be in our analysis is suggested by 
the long-term behavior of the poverty rate among the aged in the 
United States. In 1959, the overall poverty rate was 22.4 percent 
and the rate for those aged 65 and older was 35.2 percent. By 1984, 
the aggregate rate had fallen to 14.4 percent but the rate for the 
aged had declined to 12.4 percent, less than the rate for the entire 
population. 

It is also worth noting that the poverty rate for the aged has not 
shown the consistent upward movement that characterized other 
poverty rates in the late 1970 , s and early 1980's. In general, it has 
continued to march steadily downwards through the years. And, of 
course, this has been accompanied by a remarkable decline in the 
volume of labor fores participation among the aged. At the begin- 
ning of the post-World War II era in the United States, the labor 
force participation rate among aged males was nearly 50 percent. 
Today, it is approaching 15 percent and the projections are that by 
the end of the century it will be in the vicinity of 13 percent. Ap- 
parently, a sufficiently large enough volume of income transfers 
can reduce the poverty rate, especially if the population in question 
has a limited degree of attachment to the labor force. However, 
when this is not the case, i.e., when there is a substantial degree of 
labor force participation in a population subgroup, the opportunity 
for work disincentive effects to operate is much greater and the re- 
lationship we have called a Poverty- Welfare Curve emerges. 

Next, we consider the findings when the focus is on poverty by 
race. These are shown in rows 21-28 of Table 6-1. In all eight 
cases, both the linear and quadratic aid terms are significant at the 
5 percent level or beyond, indicating the presence of a threshold 
level of public aid. The only difference between the two sets of coef- 
ficients is an indication that the threshold level of public aid is 
about 10 to 15 percent higher for whites than for blacks. Conse- 
quently, we conclude that the phenomenon of the Poverty-Welfare 
Curve is not a race specific one. 

Finally, there are the results obtained by disaggregating the data 
on the fciasis of the sex of the head of household. Where the head of 
household is male, the regression findings exactly parallel the over- 
all results. (See rows 29-32 of Table 6-1.) Somewhere in the very 
early 1970's the threshold level of public aid was reached. However, 
when the poverty-public aid relationship is analyzed for female 
heads of household, in no case is either the linear or the quadratic 
aid variable significant at the 5 percent level. Details are provided 
in rows 33-36 of Table 6-1. This opens up the possibility that the 
use of the quadratic form in the estimating equation is disguising 
the income enhancing effects of public aid on poverty among house- 
hold with a female head. To determine whether this is the case, the 
basic poverty model was estimated with just the linear aid term, 
that is excluding the quadratic version of aid. The results are 
shown in rows 37-40 of Table 6-1. What they indicate is a weak 
statistical relationship between public aid and poverty of a positive 
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nature. This may indicate that, throughout the period, the impact 
of aid has been to rather systematically increase the poverty rate 
among households headed by a female. Given the weaknesses of 
the statistical relationship, though, it may be safer to conclude that 
greater levels of public aid have no impact on poverty in this group 
of households. Since there are obviously direct income enhancing 
effects associated with such aid, this must mean that the disincen- 
tive effects are quite strong at relatively low levels of public aid. 

Collectively, disaggregating the basic poverty data set into demo- 
graphic subgroups produces a set of statistical results that is highly 
consistent with our basic premise that increasing public aid has 
become a counterproductive approach to reducing the incidence of 
poverty in the United States. But, there still remains one other 
form of evidence to consider. 

Alternatives to Time Series Data 

The use of time series data always raises the possibility that ob- 
served relationships are merely the chance result of different time 
trends in the data series being analyzed. To be sure, there are 
other data of a nontime series fashion that support our findings, 
such as the Danziger-Plotnick material. However, if available, addi- 
tional support for our basic argument would seem desirable. In an 
effort to provide such confirmatory evidence, we have examined 
the behavior of poverty rates in the individual States of the United 
States. First, for 1979 (1980 Census data), we have estimated a re- 
gional version of the Poverty-Welfare Curve for the 48 contiguous 
United States, using the level of aid for families with dependent 
children (AFDC) payments as a measure of the attractiveness of 
public aid. We control for differences in general economic condi- 
tions by introducing as a varable the level of per capita income in 
a State. 

The statistical results are detailed in Table 6-6. Over 80 percent 
of the variation in State poverty rates as of the 1980 Census is ex- 
plained by differences in income levels and a linear and quadratic 
version of the public aid measure. All of the variables are highly 
significant, with the minimum t-Statistic being 5.16. When the 
threshold level of AFDC payments is calculated and compared with 
the actual payments in the various States, it appears that 14 of the 
States, containing 38.2 percent of the population of the United 
States in 1980, were offering AFDC payments in excess of the 
threshold. 



TABLE 6-6. — STATISTICAL ANALYSIS OF REGIONAL POVERTY-WELFARE CURVE, UNITED STATES, 

1979 1 



dependent Variable 


Regression Coefficient 


(•Statute 


State income level 

Level of Slate AFDC payments 

Level of State AFDC payments squared 


-.0960 

.00016 


-6.45 
-6.24 
5.16 



1 The aJjusled R* for this regression equation is 0 8215. 



Source- Authors" calculations 
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The poverty experience of those 14 States across the decade of 
the 1970's is described in Table 6-7. The striking thing about it is 
how dramatically it differs from that of the other 34 contiguous 
States. The simple arithmetic average of the percent change in the 
poverty rate for the 14 high benefit States shows an increase of 0.8 
percent. For the other 34 States, the average is a decline of 16.5 
percent. This suggests a systematic relationship between the level 
of welfare benefits, as measured by AFDC payments, and success, 
or failure, in reducing the poverty rate in the various States. 

TABLE 6-7.— PERCENTAGE CHANGE IN POVERTY RATE, 1969-79, 14 HIGHEST AFDC BENEFIT 
STATES, UNITED STATES 



Percent change 



State: 

Connecticut +11.1 

Massachusetts +11.6 

New Jersey +17.3 

New York - +20.7 

Rhode Island -6.4 

Vermont - 0.0 

Iowa -12.9 

Michigan +10.6 

Minnesota -11.2 

Wisconsin - -11.2 

California +2.7 

Oregon -7.0 

Utah -9.6 

Washington -3.9 



Source- US. Bureau cA the Census 

We have explored this possibility more thoroughly by attempting 
to explain variation in the percentage change in the official pover- 
ty rates for the States between 1969 and 1979, which are consider- 
able, in terms of differences in levels of (AFDC) payments and rates 
of real economic growth among the States. Economic growth is 
measured by the percentage change in real per capita income over 
the interval 1969-79. The statistical results are as follows: 

(1) % AP = 8.36 - 1.38 % AY + 0.06 A, R 2 = 0.84 
(9.82) (3.37) 

where % AP denotes the percentage change in a State's poverty 
rate between the two censuses, % AY is the percentage change in 
real per capita income over the same interval, and A is the mid- 
decade (1975) level of AFDC payments in the State. The values in 
parentheses beneath the regression coefficients are t-statistics. 

Again, the statistical results provide striking support for the 
basic arguments that we have been advancing. Apparently, the re- 
lationship between the volume of poverty and the level of public 
aid payments that underlies the Poverty-Welfare Curve is not a 
statistical quirk associated with the use of time series data. 
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Conclusions 

In this portion of our study, a number of additional consider- 
ations with respect to the existence of the Poverty-Welfare Curve 
have been explored. The broad conclusion of this extension of the 
earlier analysis is that the Poverty-Welfare Curve relationship is a 
remarkably stable one, emerging under a great variety of condi- 
tions with varying definitions of both the poverty rate itself and 
the measures of public aid that we have employed. Such underly- 
ing statistical stability lends very substantial credence to the argu- 
ment that the basic structure of antipoverty programs in the 
United States since the 1960's has had the effect of creating a new 
kind of "structural" poverty, poverty arising out of people's labor 
market choices and behavior rather than out of their not having 
access to the labor market. 
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VII. POVERTY AMONG CHILDREN 



The evidence with respect to the relationship between the 
volume of public aid available to the poor and the poverty rate 
seems quite clear. Beyond some point, additional public aid has the 
effect of producing more, not less, poverty, creating a "new" phe- 
nomenon, poverty by choice. 

Voluntary poverty of this type has quite different implications 
than poverty of an involuntary nature, especially from the stand- 
point of the social well-being of those classified as being in poverty. 
Specifically, in the case of poverty by choice it would seem that 
those who voluntarily select poverty status in preference to a non- 
poverty situation must feel that they are "better off in terms of 
overall satisfaction as the result of being in official poverty. If this 
is true, the mere fact that they are observed as being in poverty 
does not mean that they should somehow automatically be regard- 
ed as candidates for further public aid. 

Of course, this argument depends on the proposition that all of 
those who constitute this "new" poverty group are there on a vol- 
untary basis. Unfortunately, this is not the case. There is one very 
significant component of what we have called the "new" structural 
poverty that has not voluntarily opted for the poverty condition, 
namely, related children within family units, who, more often then 
not, are the very rationale for the existence of the public aid that 
induces their parents to elect the poverty condition. 

How important is this possibility? Apparently, quite substantial 
and growing. Table 7-1 compares the behavior, beginning with 
1959, of the total poverty rate and the rate for related children 
under the age of 18. The poverty rate for children consistently ex- 
ceeds the overall rate but there is an interesting pattern in the dif- 
ferential between the two rates. In 1959, the child poverty rate is 
4.5 percentage points greater than the aggregate rate. In the ensu- 
ing 10 years, that differential contracts to 1.7 percentage points. 
After 1969, though, this trend is reversed with a vengeance. For 
the next 15 years, the gap between the child and the overall pover- 
ty rates grows, reaching 6.6 percentage points in 1984. 

TABLE 7-1. — TOTAL AND CHILD POVERTY RATES, UNITED STATES, 1959-84 

(In pttctnt] 



Year Total poverty rate CMd poverty rate (MI tram total 



1959 22.4 26.9 4.5 

1960 22.2 26.5 4.3 

1961 21.9 25.2 3.3 

1962 21.0 247 3.7 

1963 19.5 22.8 3.3 

1964 190 22.7 3.7 

1965 17.3 20.7 3.4 

1966 147 17.4 27 



(56) 
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TABLE 7-1.-T0TAL AND CHILD POVERTY RATES, UNITED STATES, 1959-84 — Continued 

fin percent] 





Year 


IN* rWWl| I«IC 


DM HMfty t zip 

\AHrj laic 


CtiSA fflifluS fftlal 


1967 




„ 14.2 


16.3 


2.1 


1968 




12.8 


15.3 


Z.D 


1969 




12.1 


13.8 


1.7 


1970 






14.9 


Z.3 


1971 




12.5 


£5.1 


Z.O 


1972 




11.9 


14.9 


3.0 


1973 




11.1 


14.Z 


3.1 


1974 




11.2 


15.1 


3.9 






12.3 


16.8 


4.5 


1976 




„. 11.8 


15.8 


4.0 






11.6 


16.0 


4.4 






. 11.4 


15.7 


4.3 


1979 




11.7 


16.0 


4.3 






13.0 


17.9 


4.S 






14.0 


19.5 


5.5 






150 


213 


6.3 


1983 




15.3 


21.7 


6.4 


1984 




14.4 


21.0 


6.6 













Source: U& Bureau of the Census, Current Population Reports, P-60 series. 

A possible explanation for this differential poverty experience of 
children is suggested by the analysis reported earlier. The poverty- 
welfare relationships for children indicate that the threshold level 
of public aid is lower than it is for the entire population. This may 
well mean that, as a group, children are more sensitive to the fac- 
tors that influence the linkage between poverty and the availabil- 
ity of public aid. To explore that possibility, we have estimated a 
series of statistical models that have the difference between the 
child and overall poverty rates as the dependent variable and vari- 
ous combinations of income, unemployment, and public aid as inde- 
pendent variables. The results are reported in Table 7-2 and indi- 
cate the following: 

(1) Poverty among children is not more sensitive to vari- 
ations in real per capita income than overall poverty. 

(2) Poverty among children is more responsive to differences 
in both unemployment and public aid than total poverty. 

(3) The additional sensitivity to public aid is shown in the 
same fashion that public aid affects poverty rates in general, 
i.e., up to some threshold level of aid, poverty among children 
is reduced more rapidly than overall poverty by additional aid 
but, beyond that point, more aid leads to a more rapid increase 
in child poverty. 

TABLE 7-2.— ANALYSIS OF DIFFERENCE BETWEEN CHILD AND TOTAL POVERTY RATES, UNITED 

STATES, 1959-83 

t-StatistiC fof independent vanaWe TVeshoM ^ 

itou u — Z R" 0-W level of ,?J$L 



Income' 


Unemploy- 
ment 






0.96 


<4.33 


e -2.24 


<2.8l 


0.77 


e 4.33 


c -2.04 


e 2.60 


1.13 


<4.38 


e -2.46 


c 3.02 


-0.59 


e 4.40 


c -1.90 


<2.43 



1 , , , 0.96 c 4.33 c -2.24 c 2.81 .7880 1.50 $152.77 71-72 

2 077 c 4.33 c -2.04 c 2.60 .7846 1.46 147.07 71-72 

3 '* 1J3 c 4.38 c -2.46 c 3.02 .7915 1.54 161.28 74-75 

4 ........ ...... _ o59 c44Q c _ i9Q c24g ?820 J44 13g55 7J _ 72 
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63-649 0 - 86 -3 
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TABLE 7-2— ANALYSIS OF DIFFERENCE BETWEEN CHILD AND TOTAL POVERTY RATES 'JNITED 
STATES, 1959-83— Continued 

t-Satste te Wfperttfil wrutte _ , „ 

5 - 0-63 c 4.36 '-1.97 M.97 .7850 1.59 175.64 74-75 

•The R 1 u adjusted for degrees of freedom. 
'Sgmfcanl « foe 5 percent lent one-Iiiied lest. 
Source- Authors' calcutauons. 



Child Poverty in the Individual States 

The phenomenon of differential sensitivity of child poverty to the 
factors that influence poverty is confirmed by an analysis of the 
child poverty rates for the individual States of the United States at 
the time of the last two decennial censuses. They show an astound- 
ing degree of variation. At one extreme, New Jersey, the poverty 
rate among children rose by 53.2 percent between 1969 and 1979 
while, at the other Wyoming, it fell by 34.7 percent. And, these are 
not mere isolated cases. In between, a number of States had in- 
creases in child poverty of more than 20 percent and many had de- 
creases in child poverty of more than 20 percent. State-by-State 
data describing the percentage change in the child poverty rate be- 
tween 1969 and 1979 are shown in Table 7-3. 

TABLE 7-3.— PERCENTAGE CHANGE IN POVERTY RATE AMONG RELATED 
CHILDREN UNDER AGE 18, BY STATE, UNITED STATES, 1969-79 



C( , Percentage 
il « c change in poverty 



rate 



Alabama 

Arizona 

Arkansas 

California 

Colorado 

Connecticut.., 

Delaware 

Florida 

Georgia 

Idaho 

Hinois 

Indiana 

Iowa 



-19.5 

-7.8 

-25.2 

19.7 

-9.4 

46.2 

268 

-3.6 

-12.4 

12.6 

35.5 

28.0 

13.9 

Kansas _5 0 

Kentucky ZZZZZIZ -133 

Louisiana !!!Z"."ZZI"""!!!!IZZ!! -21 7 



Maine 



9.0 



Maryland !!ZZ"" 8*7 



Massachusetts 



48.9 



Michigan .Z.ZZ.Z.Z. 4l!s 



Minnesota 



7.3 



Mississippi _ 26 " 4 

Missouri ""' _2*q 

Montana Z!IZIZZ!!!.ZZ!!I, 38 

Nebraska .ZZ.Z! _o 8 
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TABLE 7-3.— PERCENTAGE CHANGE IN POVERTY RATE AMONG RELATED 
CHILDREN UNDER AGE 18, BY STATE, UNITED STATES, 1969-79— Continued 

Percentage 

Sate change in poverty 

rate 

Nevada .J-jJ 

New Hampshire - ™ 

New Jersey **; 

New Mexico 

New York - J" 

North Carolina -™ 

North Dakota - - -Jjj 

Oh* -0 

Oklahoma 

(Hegoo »-J 

Pennsylvania - 

Rhode Island - J&< 

South Carolina - - 

South Dakota ** 

Tennessee ~™ 

Utah 

Vermont - ®* 

Virginia ~ " 

Washington - - 

West Virginia 

Wisconsin - ™ 

Wyoming — 

Source: US Bureau of the Census, Oecenrual Censuses. 1970 and 1980. 

The basic child poverty data for 1979 have been used to estimate 
a regional version of the Poverty-Welfare Curve for children, just 
as was done in the case of the overall poverty rate. The results > are 
extremely similar, although the threshold level of public aid, AFDC 
payments in this case, is slightly less in the case of <™l<™n. tome 
15 States, with about 44 percent of the population in 1980, had 
levels of aid in excess of the threshold. These States averaged a 
26 1 percent increase in child poverty over the decade 1959-79. by 
contrast, the 15 States with the lowest levels of AFDC Payments 
showed an average decrease in child poverty of 14.9 percent. While 
this is a dramatic difference, it might be that it is the result of dif- 
fering economic conditions in the 1970's in these groups of States. 
However, this is not the case. After controlling for differences in 
the rate of real economic growth between 1969 and 1979, there is a 
strong statistical relationship of a positive character between the 
level of AFDC payments, by State, and the percentage change in 
the child poverty rate, as indicated by the following regression 
equation: _ 
(1) %APC, = 24.28 + 0.1267A, - 1.9905 %AY„ R 2 = .8441 
(4.87) (8.83) 

where %A PC, denotes the percentage change in the child poverty 
rate in the ith State. A L represents the level of AFDC payments in 
the ith State, %AY h is the rate of growth in real per capita income 
between 1969 and 1979 in the various States, and the values in pa- 
rentheses are t-statistics. Both the AFDC and income growth varia- 
bles are highly significant in a statistical sense. 
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Child Poverty Under Different Household Arrangements 

Poverty among children occurs under widely differing sets of 
household arrangements. It is especially useful to distinguish be- 
tween those instances in which the head of household is female, 
with no husband px^sent, and situations where the head of house- 
hold is male. Historically, the rate of poverty in female headed 
households has been much greater than in male headed households 
and this is even more true where children in these households are 
concerned. Table 7-4 provides details for the period 19^9-84. 

TABLE 7-4. — CHILD POVERTY RATES, BY SEX OF HEAD OF HOUSEHOLD, UNITED STATES, 1959-84 

(In percent] 



ftfld povtrty rate 



Male he«l of Female head of 
household household 



1959 m 




72.2 


1960 M „ 




68^4 


1961 




65.1 


1962 M 




70.2 


1963 „ „ 




66.6 


1964 „ 




62.3 


1965 


15.7 


64.2 


1966 




58.2 


1967 „ 




54,3 


1968 




55.2 


1969 




54.4 


1970 m 




53.0 


1971 




53.1 


1972 M 




53.1 


1973 




52.1 


1974 




51.5 


1975 M M 


- 9.8 


52.7 


1976 


8.5 


52.0 


1977 




50.3 


1978 




50.6 


1979 




48.6 


1980 




50.8 


1981 - 




52.3 


1982 




56.0 


1983 m „ ....... 




55.0 


1984 




54.0 



Source: US. Bureau of the Census. Current Population Reports, P-60 series, various issues. 



The pronounced difference between the rate of poverty among 
children living in households with a female head, 54.0 percent in 
1984, and those living in households where the head is male, 12.5 
percent in that same year, raises the possibility that the impact of 
public aid payments on poverty rates among children will differ in 
the two types of households. To examine that possibility, we have 
estimated the basic poverty model using data describing child pov- 
erty by sex of the head of household. The results are summarized 
in Table 7-5. They show exactly the same pattern of relationships 
that we have previously identified. Beyond some level of public aid 
payments, aid becomes counterproductive, whether the head of 
household is male or female. Thus, the behavioral patterns that un- 
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derlie the phenomenon of the Poverty- Welfare Curve do not appear 
to be sex specific. 

TABLE 7-5.— ANALYSIS OF CHILD POVERTY, BY SEX OF HEAD OF HOUSEHOLD, UNITED STATES, 

1959-83 



Sex c( HouseWito 


t-SUtstiC for Ad vartfto 
W Axj squared 


R* 


D-W 


Male 

Female.-.. , 


'-4.91 15.89 


.9578 
.9060 


1.90 
2.04 






1 StfrfjCMl at 5 percent level coj-tataJ test. 



Source: Authors* abators. 



The Economic Rationale of Child Poverty 

# The evidence seems clear that the poverty-non-pcverty choices 
implicit in the concepts of the "new" structural poverty and the 
Poverty-Welfare Curve spill over into the poverty experience of 
children. Some insight into why this is the case can be obtained by 
considering the relationship between the costs of rearing children 
and the poverty benefits they receive from various agencies of gov- 
SP^SSJ; Dak* are available for the letter portion of the decade of 
the 1970's which indicate the following: 1 

(1) Until a poverty child reaches age 12, the welfare benefits 
received exceed the marginal costs of rearing the child. 

(2) For a child that stays in the household for 17 years, the 
present value of welfare benefits exceeds the cost of child rear- 
ing by $3,000. 2 

Thus, the array of government programs oriented toward helping 
poor children, on average, has the effect of providing the parents) 
with a lump sum grant of approximately $3,000 for every child 
reared in poverty. 3 Having children is a potentially profitable ac- 
tivity for the poor, a fact that is recognized by the poor themselves. 
A recent Los Angeles Times poll found that, among the poor who 
were surveyed, almost three out of four felt that, "poor young 
women often have babies so they can collect welfare." 4 

Quantitative Dimensions of the Child Poverty Problem 

We turn now to the question of the importance, in a quantitative 
sense, of the link between the availability of public aid and the in- 

Til^IfL 8u ™ mari ": here a more detailed argument made in our, " 'Suffer the Little Children': 
£,vlJ™\?* uaU w of * the Wai U on »", ln War on Poverty-Victory or Defeat? Hearing, 

n ^STS 11 ? 66 2 n ^2 netary and Fiscal Pohc * Joint Economic Committee of the dngress of the 
48^63 g * l8t8esfi * ( Wash ington, DC. U.S. Government Printing Office, 1986), pp. 

muS e A 2 a w f £T ^S 6 ^ are T t ffe er J, fr0m 1 > bIe 6 " 4 » Children in Poverty, Committee Print Com- 
mittee on Ways and Means US. House of Representatives (Washington, DC: U.S. Government 
5?.!i ^iPtF 1 ™' 19 £ 5 c* P *- 182 ^f°Sf information is from U.S. Department of Agriculture, Ag. 
ncultural Research .Service, USDA Estimates of the Cost of Raising a Child, a Guide to Their 
Use and iMrpntatwn, Miscellaneous Publication No. 1411 (Washington, DC. U.S. Government 
rnnting Office, 1981), updated, 

3 Assuming a 3 percent real discount rate, the exact figure is $2,969, in 1983 prices. For a 

y?"J , ^J 638 ?" 8 : we , fee! . tm8 13 a minimum estimate. Details are available in "'Suffer the 
Little Children : • • V op. cit. 

4 The Poll results are reported in I. A. Lewis and William Scheider, "Hard Times: The Public 
on Poverty," Public Opinion. June/July 1985, pp. 2-7. 
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cidence of poverty among children. Based on the statistical models 
reported earlier, it is estimated that had the public aid payments 
remained at their 1969 levels, the poverty rate among children in 
1984 would have been 3.9 percentage points lower than the report- 
ed rate of 21.0 percent. Consequently, it appears that poverty 
among children was over 20 percent greater than it would have 
been in the absense of the massive post-1969 growth in the number 
and size of Federal programs that make up the statistical category 
"Federal public aid." This translates into some 2 x h million addi- 
tional children who have been added to the poverty rolls by the 
"welfare system." 

Some Confirming Evidence 

The basic emphasis of this discussion has been on the importance 
of the effect of work disincentives on poverty among children. 
Simply put, we are arguing that the labor supply decisions of par- 
ents of children are a vital determinant of the poverty status of 
their offspring. This thesis is powerfully confirmed by the data re- 
ported in a paper by Greg Duncan and Willard Rogers. 5 Using data 
from the Panel Study of Income Dynamics (PSID) of the Survey Re- 
search Center at the University of Michigan, they present an anal- 
ysis of the transitions into and out of poverty among children. The 
sources of transition they report can be classified into four catego- 
ries: 

(1) Changes in family structure, i.e., movement from a two to 
a one paient family, or vice-versa. 

(2) A significant change in the incidence of unemployment. 

(3) A change of 500 hours or more in the annual number of 
hours worked by a family member for reasons other than un- 
employment 

(4) A change in the disability status of the head of the 
family. c 

Using their data, we have calculated the relative importance ot 
these four types of changes on the movements into and out of pov- 
erty among children that are observed in the PSID. The results are 
summarized in Table 7-6. By far, the single most important factor 
in producing an alteration in the poverty status of a child is a 
change in the hours of work, i.e., the labor supply of a household 
member. In the case of movements into poverty, this type of labor 
supply change accounts for 47.3 percent of transitions into poverty 
in their sample. A movement from a two to a one parent family is 
the reason for a little over 20 percent of shifts to a poverty status 
and an increase in the incidence of unemployment for the house- 
hold head also explains slightly more than 20 percent of the ad- 
verse transitions. The remainder, 9.5 percent, are the product of 
the family head becoming disabled. 

5 Greg J. Duncan and Willard Rogers, "A Demographic Analysis Childhood Poverty," 
Survey Research Center, University of Michigan, 1984. 
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TABLE 7-6.— RElATiVfc IMPORTANCE OF VARIOUS SOURCES OF POVERTY TRANSITIONS AMONG 

CHILDREN 

(In percent) 



Nature of transition 



Into poverty Out ol Poverty 



Change in family structure 

Change in unemptyment status of household head 

Change in labor supply of a family member 

Change in disaWiry status of family head 

Total 1 



■ Tout does not add to 10000 due to rounding 
1984** &eg J ° UnC3n ** WBlrt RogW$ * A 01 CtMxxa Swvty Research Center, Umvernty of Mthigan, 

Looked at from the standpoint of movements out of poverty, the 
labor supply response of family members is even more important, 
accounting for 56.1 percent of such transitions. Again, shifts in 
family structure (from a one to two parent family) and a change 
in unemployment status (a decrease) are of loughly equal impor- 
tance while a movement from being disabled to not being disabled 
explains only 4.4 percent of positive poverty transitions. Clearly, 
the major determinant of movements into and out of poverty is the 
labor supply decisions of members of the family. And, since only 20 
percent of poverty children are "born" into the condition, 6 this 
means that the major factor in explaining poverty among them is 
these labor supply decisions. 



G Mary Jo Bane, "Household Composition and Poverty,*' presented at a conference on "Pover- 
ty and Policy: Retrospect and Prospects," held in Williamsburg, VA, Dec. 6-8, 1984. It Is also 
available from institute for Research on Poverty, University of Wisconsion at Madison, 1984 



21.1 17.7 
22.0 21.9 
47.3 56.1 
U 

99.9 100.1 
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VIII. PUBLIC ASSISTANCE PROGRAMS: THE PROBLEM OF 
REACHING THE POOR 

We have discussed extensively the general problem of the impact 
of various forms of public assistance on the labor force behavior of 
the poor and near poor, with special emphasis on the possibility 
that the work disincentive effects of public assistance will shift 
people downwards across the poverty threshold level of money 
income. One of the major contributing factors to this phenomenon 
is the availability of substantial amounts of public assistance to 
people who have levels of money income that are in excess of the 
official poverty threshold. There is a "targeting" problem in the 
American system of providing assistance to the needy. To illus- 
trate, consider the simple statistics presented in Table 8-1. They 
show the number of households receiving some form of assistance 
in 1984, classified by whether the assistance is of the cash or non- 
cash (means tested) variety and by whether the household is poor 
or nonpoor, as determined by the official definitions of such 
status, 1 

TABLE 8-1.— RECIPIENTS OF CASH AND NONCASH, MEANS TESTED, GOVERNMENT BENEFITS, BY 
POVERTY STATUS, UNITED STATES, 1984 



Pwerty slate 

Typed benefit Atovepomty Beta* poverty 

thresh*) threshold 



^Nunte 2.399.000 4.458.000 

Percent 35.0 65.0 

H0Ki mdx, 7.377.000 7,258.000 

S==Zi: 50.3 49.7 

Source: US Bureau of the Census. Current Population Reports, series P-G0, No. 150, Table 10. 

We turn first to the matter of cash transfers to low-income 
households. In 1984, some 6,858,000 households received money 
income payments of this type. Of that number, 4,458,000 (65 far- 
cent) had money income levels that were less than the official pov- 
erty threshold. Hov/ever, 2,399,000 (35 percent) with income levels 
in excess of the poverty threshold also received cash payments. 
Amazingly, 16,000 households were recipients of either cash public 
assistance or supplemental security income (SSI) where the family 
income was $75,000 or more. 2 And, 199,000 households with an 

1 U.S. Bureau of the Census, Current Population Reports, Characteristics of Households and 
Persons Receiving Selected Noncash Benefits* 19S*> series P-60, No. 150 (Washington, DC: U.S. 
Government Printing Office, 1985), Table 10. , A «*vn • *. ni„o 

* The cash payments are of the aid for families with dependent children (AFDC) variety, plus 
other assistance and supplemental security income (SSI) payments. 
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annual income of $35,000 or more received such payments. A more 
detailed description of the income levels of households receiving 
either public assistance or SSI payments in shown in Table 8-2. 



TABLE 8-2. — NUMBER AND PERCENT OF HOUSEHOLDS WITH INDIVIDUALS RECEIVING CASH 
WELFARE TYPE BENEFITS, BY INCOME CLASS, UNITED STATES, 1984 

Number of Percent of 
households 9l 



Household mcc<ne (doRars) .^gg^ 



with households 
receiving 



receiving these 
benefits benefits 



Total 4,897,000 ' 100.0 



0 or loss to 9,999 .. 
10,000 to 14,999 .. 
15,000 to 19,999 .. 
20,000 to 24,999 .. 
25,000 to 34,999 .. 
35,000 to 49,999 .. 
50,000 to 59,999 .. 
60,000 to 74,999 .. 
75,000 and over .... 



3,237,000 
674,000 
313,000 
236,000 
238,000 
132,000 
33,000 
18,000 
16.000 



66.1 
13.8 
6.4 
4.8 
4.9 
2.7 
0.7 
0.4 
0.3 



1 Irtfvidual income class percentiles do not add to 100 due to routing error. 

S'jrce- u S Bureau of the Census, Current Peculation Reports, series P-60, No 151, Table 25 



The story is even more stark in the case of noncash (means- 
tested) benefits. This category embraces the following programs: (1) 
The provision of food stamps, (2) subsidized school lunches, (3) sub- 
sidized public housing, and (4) medicaid. 14,594,000 households re- 
ceived such benefits in 1984, split almost evenly between poor 
households (50.3 percent) and nonpoor households (49.7 percent). 
This means that there were 7,258,000 nonpoor households receiving 
benefits from these programs. To illustrate the extent of the avail- 
ability of noncash benefits to those with incomes above the poverty 
threshold, among households; with $20,000 or more in income in 
1984, 398,000 received food stamps (at a total taxpayer cost of $315 
million); 1,005,000 were recipients of subsidized school lunches; 
251,000 lived in subsidized public housing; and 1,177,000 were bene- 
ficiaries of medicaid. 

There is some overlap between the nonpoor who receive cash and 
noncash benefits. Among the 2,399,000 with cash benefits, 92.6 per- 
cent also receive at least one noncash benefit. Many receive more 
than one. The average for these 2,222,000 households is 1.66 bene- 
fits per household. Table 8-3 provides detailed information on the 
availability of noncash benefits to the nonpoor who are also receiv- 
ing cash benefits. When this overlap is taken into account, we find 
that 7,514,000 nonpoor households were receiving either cash or 
noncash benefits, or some combination of the two, in 1984. 



jjjjj 63-649 0 - 86 -4 
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TABLE 8-3.— NUMBER OF NONPOOR RECEIVING CASH BENEFITS, BY NONCASH, MEANS-TESTED 

BENEFITS RECEIVED 

(In thousands] 



Ty* of benefit 



Cash 2.399 

At least one noncash benefit 2,222 

Type of noncash benefit 1 

Food stamps 859 

Subsidized school lunch - 410 

Subsidized public housing 278 

Medicaid 2.138 



1 Benefits add to more than 2.222.000 because many households receive more than 1 benefit 
Source- US Bureau of the Census. "Current Population Reports." series P-60. No 150. Table V 

The data are sufficiently detailed to provide a breakdown of the 
availability of noncash benefits for nonpoor households receiving 
either ail for families with dependent children (AFDC) payments 
or public assistance. There were 1,075,000 such households in 1984 
and 94.2 percent (1,013,000) of them had an average of 1.99 noncash 
benefits per household, including 595,000 receiving food stamps, 
319,000 benefiting from subsidized school lunches, 130,000 living in 
subsidized public housing, and 972,000 on the medicaid rolls. 

What about the other side of the coin, the effectiveness of our 
social safety net programs in reaching the certified poor? In the ag- 
gregate, the record is not very good. Of the 11,887.000 poor house- 
holds in 1984, some 4,570,000 received neither carli or means-tested 
noncash benefits. This amounts to 38.4 perceTiC of all households. 
Apparently, a substantial number of the official poor are "missed" 
by the social safety net in America. 

Variations in Access to Benefits by Sex of Household Head 

The performance of the assistance S3'stem in targeting the poor 
varies substantially according to the nature of the household. In 
general, poor households with a female head and no husband 
present have much greater access than other poor households to 
the various programs that are aimed at helping the poor in Ameri- 
can. Slightly less than 30 percent of poor households have a female 
head with no husb ;nd present. Yet, those households account for 
49.4 percent of the poor recipients of cash benefits and 51.1 percent 
of the poor who are the beneficiaries of the noncash means-tested 
benefit programs. 3 All told, 85.6 percent of poor female headed 
households with no husband present are receiving some form of 
public assistance. On the other hand, only 50.8 percent of other 
households have access to benefits. 

The differential access to benefits among the poor suggests that 
there might be variations in the volume of work effort by house- 
hold group. The available data indicate that among poor female 
headed households, the head of household worked full time in 1984 



3 This calculation trea^ each benefit received as a separate entity, independent of whether a 
household is receiving more than one noncash benefit. On average. ea';h female headed poor 
households accounts lor 2.16 noncash benefit experiences. Other households average 0.88 such 
benefits. 
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(50-52 weeks out of the year) only 7.2 percent of the time. In the 
case of the other poor households, the percentage was almost four 
times as great, 26.8. A similar pattern is found when the propoi ■ 
tions of those who did not work at all are examined. In the case of 
female headed poor households, that percentage is 62.5 while for 
other poor households it is 40.7. Clearly, there appears to be far 
less work effort forthcoming in poor households that participate to 
a greater extent in the social welfare programs offered in Ameri- 
can society. 

The key factor in this differential propensity to receive benefits 
appears to be the relative access to cash benefits. Among nonfe- 
male headed poor households, 24.6 percent have noncash benefits 
without being the recipient of cash welfare payments. The compa- 
rable percentage for households with a female head is 22.6. Howev- 
er, over three-fifths of female headed households (63.0 percent) 
have cash benefits, compared to a little over one-fourth (26.9 per- 
cent) among other poor households. 

Work Activity and Child Rearing Circumstances 

Of course, there is the possibility that the variations in work ac- 
tivity between male and female headed households are the result of 
the demands of child rearing on female heads of household. To ex- 
plore that possibility, 1983 data on the work activity of poor and 
nonpoor mothers with children of similar ages have been assem- 
bled. 4 It is shown in Table 8-4. Among women with only children 
under the age of 6 years, 65.8 percent of poor women dia not work 
during the year compared to only 32.0 percent of nonpoor women. 
When there were both children under the age of 6 and aged 6 to 
17, the pertinent percentages are 67.2 percent not working among 
poor mothers and 38.8 percent not working among nonpoor moth- 
ers. Finally, where there were only children aged 6 to 17, the per- 
centage not working among poor mothers was greater by 56.5 to 
24.6. 



TABLE 8-4.— PERCENT MOTHERS NOT WORKING AND NOT WORKING BECAUSE OF "KEEPING 
HOUSE," BY AGE OF CHILDREN AND POVERTY STATUS, UNITED STATES, 1983 





Age of Wen and poverty status 




Wort status 


Under 6 only Under 6 and 6 to 17 


6 to 17 only 




Poor Nonpoor Poor Nonpoor 


Poor Nonpoor 


Percent not working 

Percent not working because "keeping house" 


65.8 32.0 67.2 38.8 
50.4 28.3 56.3 36.4 


56.5 24.6 
36.4 21.1 



Source: U S. Bureau of the Census, "Current Population Reports," series P-60, No. 147, Table 29. 



What about the possibility that these observed differences simply 
reflect a relative lack of available jobs for poor mothers? Perhaps 
they want to work but simply can't find job3. This is apparently 
not the case. The data source contains information on the reasons 
that mothers give for not working. In the case of poor mothers with 



4 U.S. Bureau of the Census, Current Population Reports, Characteristics of the Population 
Below the Poverty Level: 1983, P-60 series, No. 147 (Washington, DC: U.S. Government Printing 
Office. 1985), Table 29. 
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only children less than age 6, 50.4 percent indicated they did not 
work in order to "keep house." Among nonpoor mothers in the 
same circumstances, this percentage is 28.3. Where there were both 
children under and over the age of 6, the percentages are 56.3 for 
poor mothers and 36.4 for nonpoor. Finally, where there were only 
children aged 6 to 17, the percentages are 36.4 for poor mothers 
and 21.1 for nonpoor. Clearly, poor mothers in similar child rearing 
circumstances show a greater tendency to refrain from working than 
do nonpoor mothers. Of course, this is exactly consistent with the 
previous evidence that has been reported with respect to the exist- 
ence of work disincentive effects associated with the receipt of wel- 
fare benefits. 

The Significance of the "Targeting" Problem 

The implications of the rather mixed record with respect to 
reaching the poor with the various benefit programs that have 
been established are profound. On the one hand, the widespread 
provision of benefits to those beyond the poverty threshold level of 
money income means that benefits are available to many people at 
the margin of being recorded as being officially in poverty. Conse- 
quently, rather small changes in labor force behavior in response 
to the availability of such benefits can have the effect of shifting 
someone downwards across the official poverty threshold. For ex- 
ample, a slower job search by someone, brought on by the presence 
of alternative sources of income (both cash and noncash) can lead 
to a reduction in the volume of employment and earnings during a 
year and, at the margin, possibly a movement from nonpoverty to 
poverty status. In short, the presence of substantial benefits that 
are means tested for people with money incomes above the poverty 
threshold provides a set of circumstances that are quite conducive 
to the operation of the phenomenon we have called the Poverty- 
Welfare Curve. 

In addition, the disparities in the provision of benefits to the poor 
create inequities in the social assistance system. The evidence is 
strong that a disproportionate amount of the existing poverty is 
produced by a relatively few people. Ellwood and Bane have ob- 
served this, commenting that, *'Only a small fraction of those who 
enter poverty in any given year will be chronically poor. But 
people who have long spells of poverty represent a sizable portion 
of the group we label 'the poor at any one point in time." 5 How 
pronounced is this tendency? At any one juncture, those who have 
been poor 8 or more years constitute 59.1 percent of the poor popu- 
lation. At the same time, among those just entering poverty, the 
likelihood of a poverty spell of 8 or more yeais is 18.0 percent. 
Those 18 percent account for almost three- fifths of observed pover- 
ty. 

The seriousness of this problem prompted the authors of a 1985 
study for the House and Ways and Means Committee to remark, 
"Although the persistently poor are a relatively small proportion of 
those who ever become poor, they make up a majority of the total 



* David Ellwood and Mary Jo Bane, Slipping Into and Out of Poverty: The Dynamics of Spells, 
National Bureau of Economic Research, Working Paper No. 1199, Harvard University, 1983. 
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'years in poverty' experienced by the population. * * * if Govern- 
ment's efforts are too narrowly focused on persons experiencing 
long-term poverty, the majority of those in temporary need may 
not be served." 6 We would echo these remarks, adding, though, a 
reminder that it may well be that those government efforts have 
actually contributed to an increase in long-term poverty. We sus- 
pect that the provision of benefits under the various Federal Gov- 
ernment programs to help the poor has been disproportionately 
targeted on the chronically poor and has led to an increase in their 
numbers as the result of the alterations in labor force behavior 
that have been produced. 

6 Children in Poverty* Committee Print, Committee on Ways and Means, U.S. House of Repre* 
sentatives, 99th Cong., 1st sess. (Washington, DC. U.S. Government Printing Office, 1985), p. 47. 
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IX. PUBLIC VERSUS PRIVATE CHARITY 

Our findings to this point argue quite strongly that the provision 
of public charity through the welfare system in the United States 
has produced a number of unanticipated and often perverse effects 
when evaluated as a device to ease the economic burdens of the 
poor. Part of the problem is the magnitude of public assistance rel- 
ative to the private opportunities available to people with low in- 
comes. Part is the "targeting" problem, the inability of the welfare 
bureaucracy to deliver public assistance to the truly poor. 

In addition, there is a third problem: competition between public 
and private charity. Highly aggregative evidence indicates that as 
government has become more deeply involved in the business of 
providing public charity of the welfare type, there has been a sys- 
tematic decrease in the volume of private support for social welfare 
activities. For example, in 1955, 22 percent of private charitable 
contributions were directed toward the provision of social welfare 
activities. In 1983, that percentage was exactly one-half its 1955 
level, 11 percent. 1 This had the effect of reducing real private con- 
tributions to social welfare by one-half, since the percentage of peo- 
ple's income contributed to all charitable activities remained quite 
constant. 

More sophisticated evidence along these lines has been developed 
by Abrams and Schmitz. In an article in the National Tax Journal, 
they identify a systematic negative relationship between social wel- 
fare spending and private charitable contributions. 2 Their findings 
indicate that: 

(1) A 10-percent increase in social welfare spending by gov- 
ernment produces an average reduction in charitable giving, as 
reported on itemized individual income tax returns, of $27. 

(2) In the aggregate, every dollar of additional social wefare 
spending by government reduces private contributions by 30 
cents. 

In effect, it appears that the public social welfare establishment 
is "crowding-out' 7 private welfare. 

The Crowding-Out of Private Charity: A Case Study 

We have conducted our own examination of an instance of pri- 
vate charitable activity being supplanted by the public sector. The 
case in point is the adopting of children. In a sense, this is the ulti- 
mate charity, the taking of an individual into one's home as a full- 
fledged family member. The number of adoptions occurring in the 



1 See John C Goodman and Michael D. Stroup, Privatizing the Welfare State (Dallas, TX: Na- 
tional Center for Policy Analysis, 1986), Research Report No. 123, pp. 32-33. 

2 Burton A. Abrams and Mark Schmitz, "The Crowding-Out Effect of Governmental Transfers 
onPrivate Charitable Contributions: Cross-Section Evidence," National Tax Journal December 
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post-World War II period in the United States shows an interesting 
pattern. Table 9-1 shows the relevant numbers for the year 1951, 
1955, and 1957-1975. 3 From the early 1950's through 1970, the 
trend is steadily upward, rising from 72,000 in 1951 to 175,000 in 
1970. After 1970, though, the trend reverses and falls steadily 
through 1975, at which point the annual number of adoptions is 
129,000, 26.3 percent less than the 1970 level 

TABLE 9-1.— NUMBER OF ADOPTIONS, UNITED STATES, VARIOUS YEARS, 1951-75 

Number of 

adoptons 

Year: 

1951 „ ...... 72,000 

1955 93,000 

1957 91,000 

1958 m 96,000 

1959 102^000 

1960 107,000 

1961 114,000 

1962 121,000 

1963 127,000 

1964 135,000 

1965 142,000 

1966 152,000 

1967 158,000 

1968 166,000 

1969 171,000 

1970 175,000 

1971 169,000 

1972 148,000 

1973 148,000 

1974 138,000 

1975 129,000 



Sourct- Peart* Maza. '"Adoption Trends 1944-1975/' Child Welfare Research Notes, August 1984. 

There is a remarkably familiar ring to that pattern and the 
timing of the turnaround in the volume of adoptions. It almost mir- 
rore what has happened to the poverty rate in the United States, 
although in the opposite direction. Could it be that the same in- 
crease in public aid that we have found to be systematically related 
to movements in the poverty rate is also an explanatory factor in 
the trends in adoptions in the United States? The line of reasoning 
underlying such a hypothesis is quite straightforward. The major 
source of supply of children for adoption is the never mairied 
mother. If the availability of governmental sources of public assist- 
ance for never married mothers causes more of them to keep their 
children, rather than putting them up for adoption, other things 
equal, the number of adoptions wil! decrease. Since there does not 
seem to be any evidence to support the notion that there has been 
a decrease in the demand for children for adoption, this would 
seem to be a viable hypothesis. On the question of the demand for 
children for adoption purposes, one estimate has it that there are 
100 available homes for every healthy U.S. infant available for 



3 These data are from Penelope Maza, " Adoption Trends: 1944-1975/' Child Welfare Research 
Notes, August 1984, published by the Administration for Children, Youth and Families, Wash« 
ington, DC. 
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adoption through private sources. 4 Thus, it appears that the almost 
exclusive determinant of the number of adoptions is the supply of 

We have formulated a rather straightforward statistical model to 
explain variations in the number of children available for adoption. 
The explanatory variables are (1) the total population from which 
the adopted children are drawn, (2) the general level of income at 
the time or place in question, and (3) the availability of public aid. 
Obviously, it is expected that the larger the population, the greater 
will be the number of children available for adoption. As to the 
income variable, it is a measure of the earnings that might be lost 
as the result of the disruption of labor force activity associated 
with child rearing by a never married mother. Consequently, 
higher levels of real income should produce a greater supply of 
children for adoption. Public aid works in just the opposite direc- 
tion from income. The more public aid available, the less signifi- 
cant will be income losses attendant on rearing a child that is a 
potential candidate for adoption. Therefore, a negative relationship 
between aid and the supply of children available for adoption is an- 

'^itlfthese considerations in mind, we have statistically estimat- 
ed the relationships shown in Table 9-2. Two versions of the basic 
model are offered, one using time series data and the other employ- 
ing information on adoptions by States. The time series date are 
available on a continuous basis for the interval 1957-75. 5 Using 
them, we find statistically significant relationships between the 
number of adoptions that occur and all three of the postulated in- 
dependent variables. The population measure is self-explanatory, 
being the total population of the United States. Income is meas- 
ured by using the real per capita national income statistic previ- 
ously employed in our analysis of the behavior of the poverty rate. 
As an index of the availability of aid, we also rely on the data used 
in the poverty portions of this study, using real federal public aid 
per capita. 

TABLE 9-2 -STATISTICAL MODELS OF THE DETERMINANTS OF THE NUMBER OF ADOPTIONS, UNITED 
STATES, 1957-75, AND, BY STATE, 1982 

{•Statistic lor regression coefficient 

Ty * 0, * t3 W l^e ft*" * °" W 

Time series (1957-75) 4.58 2.14 -777 NA .9256 1.97 

Cross-seclKXi (1982) ™ -2 -Jg -894 NA 

^section (1982) |^ NA - 3 - 31 ~ 2 - 47 - 8967 w 

.'we* Auttas" captions. 

Strictly from the standpoint of statistical significance, the public 
aid measure is the strongest, showing a t-statistic of 7.77. Quantita- 
tively, a $1 per capita addition to public aid (about $200 million 

* William Pierce "Adoption in America," Policy Forum, vol. Ill, No. 2, February 1986, p. 5. 

•Thi SSici y of'daia on adoptions was recently lamented bv William Pierce i6id who . re- 
marks (P 1) "In terms of statistics alone, the 1985 Statistical Abstract of the United States illus- 
Sates the problem. Federal offices collected numbers on tonnage of Atlantic Ocean perch, boat- 
ing accidents and kinds of robots sold— but nothing on adoption. 



ERLC 



80 



73 



1980 dollars) had the effect of reducing adoptions by 541 per year. 
Put another way, roughly, every $350,000 (1980 prices) of public aid 
expenditures at the Federal level had the effect of reducing the 
number of children available for adoption by one., 

The cross-section data provide a powerful conformation of the 
time series results. The data in this case are for 1982, having been 
developed by the National Committee for Adoption. 6 Population is 
simply the Census Bureau estimate of a State's population in 1982. 
Income is introduced in the form of State per capita personal 
income. Two variables are employed to measure the availability of 
public aid: (1) The percentage of a State's population receiving ben- 
efits and (2) the dollar level of aid for families with dependent chil- 
dren (AFDC) benefits. Two versions of the model are presented, 
with and without the income measure. Income, which was the 
weakest variable in the time series analysis is not significant when 
cross-section data are used. However, the population and both aid 
measures are significant at the 1 percent level or beyond. 7 

Taken as a set, the statistical results indicate that the volume of 
public aid in the United States has had a rather substantial impact 
on the number of children available for adoption. How great an 
effect is shown by Figure 9-1. It shows, graphically, the actual 
number of adoptions that took place during the years 1957-75 and 
the number of adoptions that would have occurred had public aid 
remained at its 1957 level The difference between them represents 
the number of children who would have been adopted into other 
families in the absence of any growth in the volume of public aid 
in the United States. In its own way, that difference represents a 
"crowding out" of a private charitable act by government activity. 
In effect, the government became the surrogate financial father for 
these children. 

6 The data are reported in Adoption Factbook, published by the National Committee for Adop- 
tion, in 1986. 

7 One-tailed tests of significance. 
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1958 1968 1962 1964 1966 1968 1970 1972 1974 ' 

¥ear 

— Actual Assuming Ho Growth in Public Aid 

Implications of the "Crowding-Out" Phenomenon 

The policy implications of public "crowding out" of private chari- 
table activity are substantial. In the previous section of this study, 
we emphasized the existence of a "targeting" problem in public 
charity. By its very nature, government provision of social welfare 
services runs afoul of the targeting dilemma. Rules and regulations 
must be written that are then applied in an evenhanded fashion 
across the board. It is inevitable that, in the process of developing 
these rules and regulations and applying them, some people that 
were meant to be included will be excluded from programs and 
others will be included who were not intended to be the benefici- 
aries of government largesse. 8 

Private charity, on the other hand, can avoid this pitfall to a 
much greater extent by being deliberately more selective in its ac- 
tions. Consequently, any problem that puts greater emphasis on 
private charity vis-a-vis public charity is less likely to be affected 
by the "targeting" problem. 



8 These are forms of what Charles Murray, Losing Ground (New York. Basic Books, 1984), p. 
211, calls, "The Law of Imperfect Selection ." 
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X. THE DECLINE IN THE TRADITIONAL FAMILY IN THE 
UNITED STATES 

Changing trends in poverty and income distribution appear to be 
intimately related to changes in living arrangements of Americans. 
At any moment of time, a majority of the American population is 
not earning income from work, and to a considerable extent these 
nonworkers are dependent upon relatives, friends, or the State for 
the financial resources necessary for their subsistence. The physi- 
cal proximity of these persons to income-earning relatives has a 
bearing on their economic well-being. Thus any analysis of income 
and its distribution must consider changing patterns in living ar- 
rangements in the American population. 

There is overwhelming evidence that the traditional American 
family is less dominant in the living arrangements of Americans 
now than at any past date for which data are available. By "tradi- 
tional family" we are referring to a situation where a married 
couple is living together in the same dwelling, usually with some or 
all of their children. 

That is not to say that the traditional American family is a thing 
of the past. To the contrary, more Americans are living in tradi- 
tional families than ever hefore, and the overwhelming majority of 
Americans still live within the conventional nuclear family. The 
relative importance of the family, however, has undergone a sharp 
decline. 

Table 10-1 shows that the number of families has steadily grown, 
as has the number living in families. At the same time, however, 
the number of Americans living outside of families has grown 
faster. Thus the proportion of the population living outside of fami- 
lies has nearly doubled since the 1950's and early 1960's. Note the 

TABLE 10-1. — U.S. POPULATION LIVING IN FAMILY AND NONFAMILY UNITS, 1950-85 



Total resident Nantefof Pertain Population ^utsST' 
pcpulatw* famifes famfces 1 ootsnJe fJm*I»es • 



1950 151.868 39,303 139,133 12,735 839 

1955 165,069 41,951 150,604 14,465 8.76 

I960 179,979 4 5,111 165,557 1 4,4 2 2 8.01 

1965 193,526 47,956 177,407 16,119 8.33 

1970 203,984 51,586 184,678 19,316 9.47 

1975 215,465 55,712 190,535 24,930 11.57 

1980 227,236 59,550 195,920 31,316 13.78 

1985 238,291 62,706 202,540 35,751 1500 



* A* ol July 1 family popuiaton data arc foe March 1 (Current Popuiaton Survey) NonfamrN popuiaton & sad to equal total population minus 
the ramify population, wtuch mtrodyces a sight consistent error over time, to the extent popu&too changed between March and June thus we 
nonfaridy population is slightly overstated in as years, and the family population sSghtry understated 

Source. Authors' calculator frora US Bureau of the Census data 
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explosive growth of nonfamily living begins in the late 1960's, and 
accelerates in the 1970's before slowing down somewhat in the 
early 1980's. Even in recent years, however, the nonfamily popula- 
tion has been growing faster than the population in family units. 

The table addresses the growth in nonfamily living arrange- 
ments, but not chnngcs within the fa nily structure away from the 
traditional structure headed by a married couple. Table 10-2 shows 
that the proportion of families outside this traditional structure 
began to increase sharply after 1970, with no signs of a slowdown 
in the trend. From 1970 to 1985, the number of families that were 
not headed by married couples rose by an astonishing 81 percent, 
an increase exceeding 4 percent a year. By contrast, the number of 
"traditional" families headed by married couples rose by only 12.5 
percent, an increase of less than 0.8 percent a year. At the present, 
about 20 percent of families are of this nontraditional form. 

TABLE 10-2. — THE AMERICAN FAMILY AND ITS CHANGING STRUCTURE, 1950-85 

M »* ggf 

Year: 

1950 

1955 

1960 

1965 

1970 „ 

1975 

1980 

1985 

1 to thousand* 

Sources Bureau o» *V Census art authors' calculates. 

The proportion of Americans living outside the traditional 
family arrangement now exceeds 30 percent, as shown in Table 10- 
3. By contrast, that proportion was below 20 percent as late as 
1970. While the traditional family still is the leading form of living 
arrangement in the United States, its decline in relative impor- 
tance has been startling since 1970. While detailed historical data 
are not available, it seems inconceivable that at any time in 
history of the Republic has more than 30 percent of the population 
lived outside families headed by a husband and a wife. 

TABLE 10-3. — DISTRIBUTION OF THE AMERICAN POPULATION BY FAMILY STATUS, 1985 

Uvir* status ftpftta-- 

In married couple families 165,148 69.31 

In nontraditional families 37,392 15.69 

Outside of families - 35,751 15.00 

1 In thousands, resident populate only. 

Scw«; Authors' calculations from Bureau of Census data 

Most of the "nontraditionar families— over 80 percent— in 
recent years have been female-headed households where no hus- 
band was present. Table 10-4 provides more detail on the incidence 



39,303 


34,440 


4,863 


12.37 


41,951 


36.378 


5,573 


13.28 


45,111 


39,329 


5,782 


12.82 


47,956 


41,749 


6,207 


12.94 


51,586 


44,755 


6,831 


13.24 


55,716 


46,971 


8,745 


15.70 


59,550 


49,112 


10,438 


17.53 


62,706 


50,350 


12,356 


19.70 



84 



77 



of alternative family forms by racial and ethnic cohort. Nontradi- 
tional families are far more prevalent among blacks than whites, 
with Hispanics in between. Barely one-half of black families have 
both husband and wife present. By contrast, more than five out of 
six white families are of this type. 



TABLE 10-4. — FAMILIES AND WORK CHARACTERISTICS, RACIAL AND ETHNIC GROUPS, 1985 



Category 


Married COUpfeS 1 


Ferr jle head, no 
rysband 1 


Male head.no 
wfe» 


Total 1 


Number of families: 










White 


45.643 


6.941 


1,816 


54,000 




83.9 


12.8 


3.4 




Black - - - 


3.469 


2,964 


344 


6.778 




51.2 


43.7 


5.1 






2.824 


905 


210 


3.939 


Percent of total 2 


71.7 


23.0 


5.3 






50.350 


10,129 


2,228 


62,706 




803 


16.2 


3.6 




Percent of householders working full time, year round: 






White 


61.5 


39.7 


56.7 


58.7 


Black - .. 


54.6 


31.5 


40.1 


43.8 




593 


27.4 


55.2 


51.7 


Total - 


61.1 


37.3 


55.4 


57.1 


Percent of wives, married couple families, working full 










time, year round: 










White „ 


38.4 








Black. . 


41.7 










31.8 








Total « 


388 









1 Numbers in thousands. 

2 As percent ot the group in questoa 

Sources: Bureau of the Census, '■Current Population Reports." series P-S0, No 151, pp 26-28, and authors" calculations. 

The employment experience of the heads of households (now 
called "householder" in Ceasus terminology) varies rather consider- 
ably with the form of family. Over 61 percent of the heads of mar- 
ried couple households worked full-time year round in 1984. By 
contrast, the proportion of Tull-time, year-round workers in female- 
headed one parent homes was only slightly over 37 percent. More- 
over, the table indicates that women tended to work full time as 
much— actually a bit more — in families where there was a husband 
(38.8 percent) than where the husband was absent (37.3 percent.) 
When the husband leaves a family, it would appear it does not 
positively increase full-time work activity of the female spouse at 
all. 

As a generalization, participation by the head of household in 
full-time, year-round employment was much greater among whites 
than blacks, with those of Hispanic origins in between. Nearly 59 
percent of white householders work full time, compared with less 
than 44 percent of black householders. At the same time, however, 
a major reason for the lower employment rate among blacks was 
structural; a larger proportion of blacks were in family situations 
(female head, no husband present) where labor force involvement 
tended to be low for all groups. Within groups, black employment 
rates tended to be lower than whites, but not dramatically so (ex- 
cepting, for some reason, families headed by males with no wife 
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present). In married couple families, black women had higher rates 
of full employment than white women. 

This all suggests that family arrangements play an important 
role in determining the employment experience of adults. To the 
extent factors have contributed to the demise of traditional family 
arrangements, they have also led to reduced work involvement. 
That, in turn, has produced a deterioration in economic status for 
the affected . ->pulation. In 1984, the median family income of mar- 
ried couple families, $29,612, was 131.3 percent higher than in 
single parent families headed by females. Moreover, this tremen- 
dous disparity is not primarily explained by the fact that female 
head families are disproportionately headed by women outside of 
prime working age groups who thus are not typically highly em- 
ployable. The proportion of householders outside the 25- to 64-year- 
old prime working age groups in 1985 was 22 percent for female 
single parent family head, and 20 percent for heads of married 
couple families, hardly a big difference. 

Regarding work effort, in all income groups with less than 
$10,000-a-year median family income, there was an average of less 
than one wage earner pner family; in all income groups over $37,500 
a year (median family income), the average number of wage earn- 
ers was greater than two. 1 Economic status is closely correlated 
with work effort. 

The reduced income arising from lower labor force involvement 
in nontraditional family arrangements has disproportionate effects 
on child poverty. Low-income single parent families headed by fe- 
males are far more children intensive than such low-income mar- 
ried couple families. A majority (54.8 percent) of married couple 
families with under $10,000 income in 1984 had no children under 
18 living at. home. By contras* , almost three-fourths of the single- 
parent omale headed familie , with under $10,000 money income 
had children under 18 at home. Some 37.4 percent of the single 
parent female headed low-income families had children under 6 at 
home, compared with 27.3 percent <br the married couple counter- 
part family. More than 6 million children under 18 lived in single 
parent female-head households with income under $10,000 a year 
m 1984—58 percent more than lived in similar economic circum- 
stances in traditional married couple families. The average number 
of children under 18 per single parent household headed by a 
female was 1.47 for families with under $10,000 income; the compa- 
rable figure for married couple families was 43 percent less, 0.84. 

The descriptive statistics strongly suggest tnat poverty and 
income inequality are closely related to the employment-reducing 
effects of a breakup of traditional family arrangements. Earlier, we 
suggested poverty was closely related to the availability and gener- 
osity of public assistance programs, and that beyond some point 
public assistance induces poverty by discouraging work effort. Does 
part of that discouragement of work effort come from the impact 
that public assistance programs have on the nature of household 
living arrangements? To that question we now turn. 



1 All statistics in this report are based on the 1985 Current Population Survey, as reported in 
the U.S. Bureau of Census, Money Income of Households, Families and Persons in the United 
States: 1984, Current Population Reports, P-60, No. 151 (Washington, DC: Government 
Printing Office, 1986). 
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XL PUBLIC POLICY AND FAMILY LIVING ARRANGEMENTS 

It is clear that traditional family living arrangements are less 
prevalent than previously, and that nontraditional arrangements, 
especially single parent families headed by females, tend to be asso- 
ciated with poverty. Also, it is clear that there has been a marked 
increase in public assistance efforts over the years, and that to 
some extent this has actually induced poverty. Can we say, howev- 
er, that welfare policies have induced the creation of female-headed 
one parent families? 

In order to examine this question, we gathered two types of evi- 
dence. The first is time series data on the rise in the proportion of 
female headed single parent families. Figure 11-1 shows that the 
proportion has increased markedly over the past third of a century. 
The second set of evidence is cross-sectional data on female headed 
single parent families, for the 50 States and the District of Colum- 
bia. With both sets of data, we will relate variations in the propor- 
tion of families headed by single parent females to.a variable meas- 
uring the extent of public assistance, as well as other economic or 
demographic variables introduced for control purposes. 

Percent of tallies Headed t§¥SSi*i% Husband Present, 1958-1985 




Before proceeding to our evidence, it is worth noting that the as- 
sociation between poverty and changing family status observed in 
the Current Population Survey data cited above has also been ob- 
served independently with greater detail using alternative data 
sources. Recently, for example, Thomas J. Kniesner, Marjorie B. 
McElroy, and Steven P. Wilcox have looked at poverty and family 
structure using the National Longitudinal Survey of Young 

(79) 



9 

ERLC 



87 



80 



Women, which traces the behavior of young women over a 14-year 
period, 1968 to 1982, that coincides with both the fall and then the 
later rise in the incidence of poverty. 1 Referring to female heads of 
household with dependents as FFH (female family householder), 
the authors conclude on an examination of a sample of 1,038 
women, "* * * over 99 percent of whites and almost 97 percent of 
black initial spells of FFH-poverty commence with a change in 
family structure." Also, 59 percent of the FFH women are classi- 
fied as poor the very first time that they are observed in the sam- 
ples as single mothers. 2 They conclude, "in studying poverty, our 
research underscores the overwhelming importance of the institu- 
tion of marriage." 3 

The Time Series Evidence 

The hypothesis that generous public assistance payments have 
contributed to the demise of the traditional family is hardly a 
novel one. It has been quite vividly advanced in Charles Murray's 
important book "Losing Ground." 4 Murray, in turn, picked up on a 
literature dating back to Daniel Patrick Moynihan's pioneering 
1965 work on the black family. 5 How consistent is the hypothesis 
with the historical data? To answer this question, we gathered data 
on the proportion of families living with a female head of house- 
hold, no husband present, or FFH, for each year from 1950 to 1983. 
This variable we will call F. The data are annual from the Current 
Population Survey. 6 We also gathered data on per capita Federal 
public aid expenditures, denoted A in the statistical analysis, the 
same measure used earlier in our analysis of the poverty-welfare 
relationship. Unfortunately, at the time this was written, these 
data were available only through 1983. 

Other factors might influence the incidence of FFH families, and 
failure to include them could conceivably lead to what econometri- 
cians call an "omitted variable bias." The period in question had 
two m^jor wars, in Korea and Vietnam, and the physical separa- 
tion of young men from families might obviously influence the pro- 
portion of female headed households. Accordingly, we introduced a 
war dummy variable, W, that took the value of one in the war 
years 1950-53 and 1965-72 and zero in other years. Also, it is at 
least conceivable that family arrangements could be affected by the 
business cycle and economic conditions, so we introduced the unem- 
ployment rate, U, as another variable. 

It is likely that if changes in public aid availability and generosi- 
ty were to impact on family formation, that it would take time. It 
is unlikely that the instant certain types of public assistance pay- 



1 Thomas J. Kniesner, Marjorie B McElroy, and Steven P Wilcox, "Family Structure, Race 
and the Feminization of Poverty," hi ke University, Department of Economics, Working Papers 
in Economics, No. 86-17 (Durham, NC: 1986, photocopied). 

2 Ibid., pp. 8-9. 

3 Ibid., p. 27. 

'Chanes Murray, Losing Ground: American Social Policy 1950-1980 (New York: Basic Books, 
1984). 

* Daniel Patrick Moynihan, The Negro Family: The Case for National Action (Washington, DC: 
U.l v ». Depar ment of Labor, March 1965). 

*Ihc Current Population Survey of the U.S. Department of Commerce, Bureau of the Census, 
is a major source of social and economic statistics for social scientists, and is reported annually 
in various numbers of Current Population Reports, especially in the P-20 and P-60 series. 
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ments were made more generous, for example, that the husband 
would move out of the home to allow his spouse to collect them. In 
our analysis, we experimented with various lags, concluding on the 
basis of the statistical fit that a 3-year lag seems to best describe 
the typical behavioral reaction to changes in the amount of public 
charity in the form of Federal public assistance payments of vari- 
ous kinds. That lag, plus one to accommodate an autoregressive 
procedure, necessitated limiting the sample to the 30 years 1954 to 
1983. 

Using ordinary least squares regression analysis, we obtained ex- 
tremely robust results highly consistent with the Moynihan- 
Murray view that welfare availability leads to a breakdown in tra- 
ditional family arrangements: 

(1) F = 8.9883 + 0.0258 A(-3) + 0.1724 W + 0.0471 U, 
(27.107) (1.355) (1.061) 

•R 2 = .987, F = 545.3143, D-W = 1.915. 

The numbers in parentheses are t-statistics; an autoregressive cor- 
rection technique (the Cochrane-Orcutt method) was used to elimi- 
nate the possible existence of serial correlation. 7 

The hypothesis that public assistance payment levels are posi- 
tively associated with the percent of FFH families is accepted at 
the 1 percent level. The war dummy and unemployment variables 
are weak statistically. The model as a whole, however, can explain 
nearly 99 percent of the variation in the proportion of families 
headed by females with no husband present. 

From the time the War on Poverty was proclaimed by President 
Lyndon Johnson in 1964 to the time real Federal public aid per 
capita expenditures peaked in the Carter Administration (1978), 
such expenditures, in 1980 dollars, rose by $182.70. The statistical 
findings suggest that this rise alone was associated with a 4.7 per- 
centage point increase, by 1981, in the proportion of American fam- 
ilies living without a father present. Put differently, an increase of 
2,834,000 families without a father can be attributed to the rise in 
Federal public aid. Since each of these families has several persons 
on the average, the total number of affected Americans actually 
approaches 10 million. 

Sometimes, with respect to this question, people raise the issue of 
the direction of causation. For example, it may be that public as- 
sistance payments rise passively in the face of changes in family 
circumstances. In other words, the magnitude of public aid pay- 
ments is determined by the change in FFH households, rather than 
the other way around. In this case, this possibility would seem not 
to be present owing to the nature of the lagged relationship. The 
evidence in (1) is that changes in family composition this year were 
strongly statistically related with changes in public assistance pay- 
ments 3 years earlier. Thus logically the causation must be from 



1 The serial correlation problem was in any case not severe, with the Durbin-Watson statistic 
well within the indetcrminant range. Inclusion of the autoregressive term in the model does not 
materially change the coefficient on the critical public assistance variable, the R 7 term, etc. It 
does lower the t-statistic obtained for the unemployment variable front 1.73 to 1.00. The auto- 
regressive term is not reported. 
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public assistance payments to family compositional changes, rather 
than in the other direction. 

lo confirm this further, we did run a regression of the form of (1) 
above in every detail except we made A (real Federal per capita aid 
expenditures) the dependent variable, and F (percent of families 
headed by females with no husband present) lagged 3 years the in- 
dependent variable. Using the same autoregressive adjustment 
(necessary in this case), the observed relationship between A and F 
is not statistically significant. This increases our confidence with 
respect to the direction of causality. 

Cross Sectional Findings 

Despite the robustness of the above findings, one might still be 
concerned about the legitimacy of the results. Many things in- 
creased in value over time besides public assistance and the per- 
cent of FFH families, and possibly one of these "other things" not 
controlled for is truly the causal factor. One might also argue that 
per capita Federal public aid is not a precise enough measure of 
the types of spending that might influence family compositional 
changes. The major involved program, r.id to families with depend- 
ent children, is State administered ana partly State financed, with 
policies varying widely across States. 

Accordingly, we estimated a cross-S3ctional model using State- 
specific data on family composition j.i the 1980 Census of Popula- 
tion. Our dependent variable, F, is precisely the same as before, but 
it is for 50 States and the District of Columbia as of April 1, 1980. 
We use A, the average monthly payment made per family in the 
AFDC program as our major independent variable. Again, for con- 
trol purposes we need to introduce other variables that literature 
suggests may have some bearing on the incidence of female-headed 
families. For example, the work of Mc vnihan cited earlier suggests 
there is a racial dimension to the problem, so we have included B y 
the proportion of the population of the State that was black in 1980 
as an additional variable. Some associate the nontraditional family 
with urbanization, so we include M, the percent of a State's 1980 
population living in a metropolitan area, as another control ~ ari- 
able. Finally, the general level of affluence of an area, as reflected 
in per capita personal income, Y, might influence life styles and 
the incidence of single parent families. 

Using ordinary least squares regression procedures as before, the 
results again tend to confirm the hypothesis that public assistance 
payments and the incidence of FFH families are positively related: 

(2) F = 5.3032 + 0.0138 A(-3) + 0.0308 M + 0.2941 B 
tf.264) (2.670) (13.517) 

- 0.0000 Y, R 2 = .857, F = 75.646 
(-0.094) 

where again the numbers in parentheses are t-statistics. As with 
the time series data, we lag the public assistance variable 3 years 
(e.g., a 1977 benefit level change impacts on family composition in 
1980). The positive relationship between assistance payment levels 
and the proportion of female-headed families with no husband is 
statistically significant at the 1 percent level. Overall, the model 
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explains over 85 percent of the variation among the 50 States and 
the District of Columbia. The race and urbanization control varia- 
bles are also robust, while the income variable has no association 
with the family composition measure. 

The regression coefficient associated with the public assistance 
variable suggests this factor is an important explanatory factor. 
For example, compare Texas and New York. Texas had average 
AFDC benefits per family in 1977 (a 3-year lag is assumed) of $108, 
while New York had a mean of $367. The model predicts on the 
basis of this differential that the proportion of FFH families would 
be 3.56 percent larger in New York. Put differently, if New York 
had Texas AFDC payment levels in 1977, in 1980 there would have 
been 159,000 fewer female-headed families in New York State 
where the husband was absent. 

While it might be possible to question the direction of causality 
in a model where one is looking at the overall amount of public 
assistance payments, here we are looking at payments per AFDC 
family, and the determination of those levels is in response to 
public policies of State legislatures and Governors. Moreover, 
again, the model has changes in benefit levels influencing family 
formation at a later date (allowing for lags in behaviorial re- 
sponses); the question of direction of causality is settled. 

Overall the statistical results obtained using quite different data 
sources produce remarkably similar results, findings that aro 
highly consistent with the Moynihan-Murray view that the welfare 
system has contributed in an important fashion to the deteriora- 
tion of traditional family relationships; that deterioration, in turn, 
led to reduced labor force participation, one reason why the in- 
crease in public assistance in the last 15 years probably, on bal- 
ance, created more poverty than it eliminated. 

The findings also provide insight into the relatively large in- 
crease in child poverty and in female poverty. Speaking to the 
latter point, one study recently observed: "the feminization of pov- 
erty over the last 15 years stems largely from demographics: a 
great increase in the number of women in their childbearing years 
coupled with the (as yet unexplained) secular upward trend in the 
fraction of unwed mothers." 8 We would argue that public policy in 
the area of public assistance plays an important role in the ob- 
served change in family structure. 

B Kniesner, McElroy, and Wilcox, op. cit„ p. 27. 
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XII. PUBLIC POLICY AND DIVORCE 1 



The rise in the incidence of families headed by one parent, usual- 
ly female, is a phenomenon that is part of a broader pattern of dis- 
cord developing in American family life in the past two decades. 
The ultimate resolution of discord between a married couple, of 
course, is divorce, and the act of divorce is very often responsible 
for the development of single parent families that so significantly 
contributes to the poverty problem. An important question, then, is 
what causes divorce? 

Marriage Is a Contract Between Two Trading Partners 2 

In order to understand divorce, one needs to understand mar- 
riage. Marriage is a contract between two partners, a contract that 
allows for more efficient trading of goods and services between the 
two parties than would be the case without the marriage contract. 
Just as nations sign bilateral trade agreements, so couples sign 
marriage contracts. Just as the U.S. awards "most favored nation" 
treatment to some trading partners, so individuals award "most fa- 
vored person" treatment to a spouse. 

In a voluntary trading situation, each of the partners expects to 
be better off as a result of the trade. Each of the partners can 
produce one or more goods or services more efficiently than the 
other partner, and thus specializes in making those goods and serv- 
ices and exporting some of the output to the other partner in 
return for goods or services that the second partner can more effi- 
ciently produce. 3 

In a traditional marriage as perceived in, say, 1950, the husband 
produced labor services and thus income, as well as certain phys- 
ically demanding household services (e.g., mowing the grass), some 
of which he "exported" (gave or provided) to his wife in exchange 
for services she provided, such as household upkeep and manage- 
ment, child supervision, etc. Dissolution of the marriage contract, 
or breaking off the trading relationship, would occur when at least 
one party perceived that the "terms of trade" had turned against 
her/him, that is the partner v/as not getting enough out of the 
spouse's services for the goods, services, or money provided in ex- 
change. 



1 This section dravs heavily on our just published paper, "Inflation, Migration and Divorce in 
Contemporary America," in Joseph R. Peden and Fred R. Ulahe, eds., The American Family and 
the State (San Francisco: Pacific Research Institute for Public Policy, 1986). 

2 This portion is inspired by the work of Gary Becker. Two studies by Becker are his Economic 
Approach to Human Behavior (Chicago: University of Chicago Press, 1976) and his Treatise on 
the Family (Cambridge: Harvard University Press, 1981). 

3 By "more efficient" we mean "at a lower opportunity cost. Nations sometimes have an ab- 
solute productive superiority over a trading partner in virtually everything, but some things 
more than others. It will export those things in which its absolute advantage in torms of produc- 
tivity is the greatest, or in which it has a 'Vomparative advantage. 

(84) 
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For example, if the wife had previously maintained the relation- 
ship in large part because of the income security provided by the 
husband, she might reconsider the relationship if an alternative 
income source were available that would relieve her of the necessi- 
ty of providing all the services currently tendered the husband in 
exchange for the housing, food, clothing, etc., provided by the hus- 
band's intrafamily income transfer to her. If income could some- 
how be otherwise obtained, the benefits of the marital trade would 
become less than the costs, so divorce would very possibly occur, or 
at least separation. 

Within the past quarter century, two possible sources of income 
have become available to wives as alternatives to spousal support. 
First, changing attitudes about the role of women in the workplace 
has led to an enormous rise in female labor force participation. 
Women who previously had not considered working as an option 
now very often do so. Working to some extent frees the wife from 
dependence on the husband, reducing the rationale for her provid- 
ing services to the husband. Likewise, from the husband's perspec- 
tive, the time spent at work most likely leads to some deterioration 
in the quality if not quantity of services she provides (dinners are 
less elegant, the house is less clean, etc.). Hence, other things 
equal, the rise in female labor force participation might reasonably 
be expected to have associated with it some increase in the rate of 
divorce. 

A second source of income to the wife is governmental^ provided 
public assistance, in the form of aid to families with dependent 
children, food stamps (noncash income), medicaid, housing subsi- 
dies, etc. The rise of the availability and generosity of these bene- 
fits after 1965 greatly enhances the income opportunities of 
women, reduces the need for a live-in husband, and enhances the 
prospects for divorce. Other things equal, we would expect the di- 
vorce rate to vary directly with the availability of public assistance. 

Another way m which government might influence the trading 
relationship between husbands and wives is through the impact 
that its macroeconomic policies have on the value of the currency. 
In particular, beginning in the 1960's, the use of highly expansion- 
ary monetary and fiscal policy contributed to an escalating rate of 
inflation. From 1800 to 1940, prices had been roughly stable over 
the long term. 4 Accordingly, the very real inflation from 1940 to 
1970 had been largely dismissed by people as a byproduct of major 
wars (e.g., World War II, Korea, and Vietnam) which had always 
caused short-term inflationary conditions. The rising inflation in 
the 1960's, in short, was largely unanticipated. 

Unanticipated inflation can bring disruption to the trading rela- 
tionship in the family. The ~sal income flowing from husband to 
wife may be reduced because of the negative impact of inflation on 
the husband's real wage. Seemingly prudent investments in savings 
accounts or bonds rapidly depreciate in value, reducing family 
wealth. The wife may feel that the husband is not living up to his 
expected contribution to the trading relationship. This in turn can 



4 Actually, by splicing the BLS wholesale price index with the earlier WarreivPearson index, 
we can get a continuous price index from the beginning of the Republic. From 1800 to 1940, the 
index indicates a decline in prices of 11 percent. 
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lead to an angry wife seeking outside employment, reducing the 
value of her traded items to the husband as she reduces her tradi- 
tional household services. 

The above discussion is long on theory but short on evidence. 
Table 12-1 looks at the crude divorce rate (divorces per thousand 
persons) in the United States by decades, using the mean of annual 
figures to get a decadal divorce rate. Evidence is also provided on 
inflation and on real Federal expenditures for public aid, using the 
same public aid statistic as in our previous analysis of the poverty- 
welfare relationship. 

The two episodes of sharply increasing divorce occurred in the 
1940's and the 1970's. Divorce rates fell in the 1950's. Note that 
both the 1940's and 1970's were periods of high rates of inflation. 
Note also that both the 1940's and 1970's were eras of rapid in- 
creases in labor force participation among females. The 1940's was 
not a decade of expansion of Federal public aid spending, but the 
sharply rising expenditures in this area in the 1970's coincides with 
a rapid rise in divorce in that decade. 

Before 1960, the relationship between Federal aid and divorce ap- 
pears to be actually negative — Federal financial help reduced mari- 
tal tensions and divorce. Excepting the 1930's, however, such assist- 
ance was relatively modest in this period. After 1960, when public 
assistance rises to unprecedented heights, the relationship between 
assistance and the divorce rate becomes positive. Thus it appears 
that a situation similar to the poverty one exists — public aid in 
small doses is beneficial in alleviating a problem, but in massive 
injections has perverse effects that magnify rather than reduce the 
problem. 

The use of decadal data disguises some trends developing within 
decades. For example, the rise in divorce in the 1980's relative to 
the 1970's reflects the fact that the 1970's figure is reduced by rela- 
tively low rates in the early part of the decade. The 1981-83 aver- 
age divorce rate, 5.13, is actually less than the average rate for 
1978-80, 5.20. The divorce rate may have peaked and begun to de- 
cline. Similarly, the use of shorter time periods would reveal that 
in very recent years real per capita Federla public aid has declined 
slightly, while the rate of increase in prices has fallen more than 
the table indicates. Both of these factors, we would predict, should 
lead to a reduction in the divorce rate, which in fact has begun to 
occur to a modest extent. 

Econometric Evidence 

To this point, we have presented only a limited amount of de- 
scriptive evidence in support of the theoretical propositions that 
the divorce rate tends to rise with increasing inflation, public as- 
sistance payments and female labor force participation. Certainly 
as Figure 13-1 illustrates, the casual evidence is that there is a 
very strong relationship between movements in Federal public aid 
payments, for example, and the rate of divorce. 
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The Divoroe Rate tnJ ReSTOeSlSuMio Aid, 1953-83 
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Nonetheless, more rigorous statistical testing is necessary. How 
effective are the variables indicated in explaining the growth in di- 
vorce? Is the public aid-divorce correlation spurious, with the true 
causal relationship being between, say, labor force participation 
and divorce? Econometric analysis is necessary to get at the answer 
to these questions. 

Accordingly, we performed regression analysis on the rate of di- 
vorce for the 31-year period 1953 through 1983. The divorce rate 
used, D, is not the crude divorce rate referred to above, but rather 
the number of divorces per 1,000 married women over the age of 
15. The public aid measure, A, is real per capita Federal public aid 
expenditures in 1980 dollars, the measure used extensively in this 
volume. The inflation rate P, is the average of the annual changes 
in the consumer price index (calculated on a year-to-year basis) in 
the 3 years previous to the year in question. It is assumed that in- 
flation's effect on marital status takes time to result in divorce, 
and annual inflation rates are subject to wide fluctuations, a prob- 
lem mitigated by the use of a moving average. The labor force vari- 
able, W, is the percent of women 16 or over actually working (as 
opposed to being in the labor force) during a given year. 

The model does an extraordinarily good job in explaining vari- 
ations in divorce rates over time, with all the variables behaving as 
expected in a statistically significant (at the 1 percent level) fash- 
ion: 



(DD 



0.7813 + 0.0462 A -I- 0.3162 P + 0.1883 W, 
(8.887) (4.761) (3.296) 

R2 = .9931, D-W = 1.89, F = 1083.194. 
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The results are extremely robust, with over 99 percent of the varia- 
tion in the divorce rate over time explained by the three explana- 
tory factors. To correct for the presence of serial correlation, a 
moving average adjustment procedure was utilized; the moving av- 
erage term is omitted from the results. As before, the terms in pa- 
rentheses are t-statistics. 

Alternative formulations of the model were tested to ascertain 
the stability of the observed results. The sensitivity analysis re- 
veals consistently positive and significant coefficients on the public 
aid variable, even though in some of the alternative formulations 
either the inflation or the female labor force variable do not per- 
form in the expected fashion. 5 The results are remarkably similar 
to those reported elsewhere using different measures of the varia- 
bles. 6 They further support the hypothesis that generous outlays of 
public assistance to help lower income Americans has contributed 
to marital instability and dissolution. 

The coefficent for A reported in (1) above seems like a small 
number, but it actually suggests the divorce impact of rising Feder- 
al public aid has been very substantial. Indeed, if the statistical es- 
timates in (1) are correct, over 65 percent of the actual rise in the 
divorce rate between 1965 and 1980 is explainable in terms of the 
more than quadrupling in real per capita public aid over that 
period. The current income maintenance programs have not only 
been relatively unsuccessful in eradicating poverty, they have ap- 
parently contributed to marital strife. The implicit hidden social 
costs are substantial. For example, from (1) it can be calculated 

TABLE 12-1. — DIVORCE RATES, INFLATION, PUBLIC AID AND WOMEN WORKING: 1920-83 





Decade 


Mean divorce 
rate 1 


Increase, female 
work rate a 


Change in 
prices 3 
(percent) 


Real per capita 
federal aid « 


1920s 




1.56 


1.1 


-167 


NA 


1930's 




1.65 


1.0 


-16.0 


$106.44 


1940s 




278 


4.0 


+71.7 


19.96 


1950*s 




236 


34 


+23.0 


27.41 


1960s ... 




2.66 


7.8 


+31.2 


46.45 


1970*s 




4.57 


85 


+ 112.2 


176.36 


1980s 5 




5.15 


68 


+705 


207.16 



* Women in labor force, lust year ol next decade, minus women m labor force, fust year of decade in Queston fa IS&O's. the measure is 
slightly delated because of change in the age criterion used in measuring the labor force from 14 to 16 in 1966 

3 Based on percent change in CPI from first year of decade to first year of next decade 

* Median ol the annual values, m 1980 doflars deflated by the Ctt price index. 1930's vaH* is based on average of 1935 and 1940. 1940s 
value is based on average of 1945 and I960 

» For 1980-83 Work force and price variables are adjusted to decadal levels for comparability purposes, it is assumed trends existing m first 5 
years of decade would continue at same rate m last 5 years 

Sources Donald J Bogue. IbePopubtm of the United Stites (New York, free Press, 1985), Socut Security Bulletin, October 1957, StattstalAstrxtof 
the United StJtes, various years, and Charles Murray. Losing Ground (New York: Basic Books. 1984). 



5 This is in large part a product of the existence of multicolineanty, the zero order correlation 
between Pand IK for example, is over 0.93. 

6 See our, "Inflation, Migration and Divorce ' * V op. cit. In that paper, we employed 4 year 
periods for our observations! taking the average of the annual values of the dependent and inde- 
pendent variables. 



9 



S6 



89 

that each billion dollars (1980 dollars) of public aid creates about 
8,000 divorces annually. If one were to assume, for example, that 
the true average social cost of a divorce were $25,000, then each 
billion dollars in public assistance outlays induces another $200 
million in hidden social costs. While the $25,000 figure is specula- 
tive and arbitrary, it does suggest the true cost to society of income 
maintenance programs may be very significantly understated. 
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XIII. ILLEGITIMACY AND ABORTION 

The evidence above clearly suggests that our system of income 
maintenance has contributed to significant changes in living ar- 
rangements from earlier historical patterns. Divorce and single 
parent families are closely associated with the existence of public 
charity. Do Federal income maintenance programs also affect the 
numbers of offspring? Does public assistance encourage either 
births or abortions? 

Individuals who deliberately plan to have children presumably 
do so because the perceived benefits of children exceed the per- 
ceived costs. The "benefits" in modern times are distinctly non- 
monetary in nature in most instances; people generally do not view 
children as the equivalent of financial "investment," but rather as 
the acquisition of what might be termed "consumer goods." Where 
governmental financial assistance is provided where a child is 
present in a low-income situation, the oenefits of having children 
are both of a monetary and nonmonetary nature, and the addition 
of monetary benefits may push some couples to have children who 
otherwise would not. It i? not unreasonable, then, to expect the 
presence of public assistance to lead to some increase in births. 

What about abortion? On the one hand, the increased financial 
aid associated with having children might reduce the incentive to 
abort an otherwise unwanted pregnancy. But oth^ % reasoning sug- 
gests that public assistance programs may actually lead to an in- 
crease in abortion. Where public assistance payments are relatively 
generous, the State assumes much of the financial consequences of 
pregnancy. It pays to have babies born and helps pay to rear them; 
but is also pays for abortions and to terminate pregnancy. Thus it 
is possible that by generally reducing the financial consequences of 
sexual activity, public assistance may increase the incidence of it, 
leading to an increase in both births and abortions. 

An examination of descriptive statistics on average levels of 
AFDC payments and the rate of abortion tends to support the view 
that abortion varies directly with payment levels. Taking the seven 
States (or District of Columbia) with the highest abortion rates 
(ovar 35 per 1,000 women of childbearing age) in 1982, we find the 
seven States had an average monthly AFDC payment of $341.43. 
By contrast the States with the lowest abortion rates (less than 13 
per 1,000) had an average AFDC benefit level, for the nine States, 
of $218.88. The benefit levels in the high-abortion States were 56 
percent highe/ than in the low-abortion States. Similar findings 
are obtained when States are categorized on the basis of the size of 
AFDC payments. Also, similar findings occur if one examines 
births or pregnancies (defined, not precisely accurately, to equal 
abortions plus births). 

Performing regression analysis on the 50 States and the District 
of Columbia similar to that in the previous section, we generally 

(90) 
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observe a positive relationship between the magnitude of AFDC 
payments in & State and the rate of births to women 15 to 44. We 
also observe a positive relationship between AFDC payments and 
the incidence of abortions among women 15-44. In both models, 
two additional demographic variables were introduced for control 
purposes, the proportion of population living in metropolitan areas, 
U f and the proportion of the population that is black, B, since the 
birth rate, in particular, is generally higher among that group. The 
public assistance variable, A, was significant at the 1 percent 
model in the abortion regression, and at the 10 percent (and almost 
the 5 percent) level in the birth rate regression. The findings are 
generally consistent with the view that generous amounts of public 
assistance lead to people engaging in more pregnancy-inducing 
sexual activity, since the financial consequences of such actions are 
less substantial than where such public assistance is not available. 

The results are generally somewhat less robust than those re- 
ported earlier, and thus we are more cautious in reaching defini- 
tive conclusions. The abortion results, reported below, indicate that 
only 60 percent of the variation in abortion rates, AB, is explain- 
able in terms of the model: 

(1) AB = -23.2538 + 0.0905 A + 0.1878 M + 1.3285 B, 
(3.847) (1.940) (6.883) 

R 2 = .60, F = 25.874, 

where numbers in parentheses are t-values. The results suggest a 
$100 increase in average monthly AFDC benefits for a family, 
other factors held constant, would lead to a 9.05 per thousand in- 
crease in abortions; that number is more than one-third the mean 
abortion rate reported for all 50 States and the District of Colum- 
bia. In short, the AFDC-abortion relationship is relatively strong. 

Descriptive statistical analysis supports the hypothesis that the 
overall pregnancy rate (again assumed to equal the number of live 
births plus abortions per thousand female population 15-45) is posi- 
tively related to the average level of public assistance benefits. 
Table 13-1 shows the mean and median pregnancy rate for the 10 
highest AFDC benefit States (based on average monthly benefit per 
family in 1982), the 10 lowest AFDC benefit States, and the 11 
States constituting the middle quintile of States, ranked according 
to benefit levels. 1 There is a clear progression in pregnancy rates as 
one moves from low to high levels of benefits. The disparity be- 
tween high- and low-benefit States of 9 to 11 percent (depending on 
the measure of central tendency used) may not seem large, but it 
must be remembered that the AFDC benefit variable impacts on 
only a small minority of individuals in most States. Considering 
that, the observed differentials are of considerable magnitude. 



•There was a tie in levels between two States at the bottom of third quintile, necessitating 
using 11 States. The District of Columbia is excluded since it is not a State and since its preg- 
nancy experience is several standard deviations in excess of any other State. It is clearly a 
severe "outlier" that might be legitimately excluded to avoid statistical distortion Inclusion of 
the District of Columbia in the calculous would not, however, change the conclusions reached, 
particularly where the median is used as a measure of central tendency. 
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TABLE 13-1. — THE RATE OF PREGNANCY PER 1,000 WOMEN OF CHILD-BEARING AGE, 1982 



Group of States 


Mean Pregnancy 
rate 


Median 
pregnancy rate 


lowest quintile (10 States), mean monthly family AFDC benefits 


8852 


8573 


Middle quintile (11 States), mean monthly family AFDC benefits. 


89.45 


8900 


Highest quintile (10 States), mean monthly family AFDC benefits 


99.46 


93.66 



Source: Authors" cavitations from statistical Abstract of the United States. 1985 edition. o? 67 and 380 



Regression analysis similar to that performed in (1) above using 
pregnancy rates as the dependent variable produces fairly statisti- 
cally robust results. A similar model using the birth rate as the de- 
pendent variable yields the expected postive relationship, but it is 
less strong statistically. Accordingly, considerable caution must be 
exercised in concluding "high AFDC benefits lead to more chil- 
dren," although the evidence does certainly point in that direction. 

There has been considerable research done on the question of il- 
legitimate births. Professor C. Winegarden has recently produced 
impressive evidence, using different data sets than in our analysis, 
that AFDC benefit levels positively relate to nonwhite illegitimacy. 
The question of causality arises again, however. Does high illegit- 
imacy lead to high AFDC payments or vice versa? 

Winegarden uses Granger causality procedures to deal with this 
question econometrically. 2 He concludes that the evidence clearly 
suggests the causality runs from benefits to nonwhite illegitimacy 
rather than in the opposite direction. His work is consistent with 
the view that an unintended consequence of public assistance poli- 
cies has been an increase in the proportion of the population living 
outside of conventionally favored living arrangements. In other 
v/ords, it is highly consistent with our other findings cited above. 



2 See C.R. Winegarden, "AFDC Effects on Illegitimacy Ratios. A Granger-Causal Analysis," 
Working Paper UT 8G-01, Department of Economics, Bowling Green State University and the 
University of Toledo, 1986, photocopied. Professor Winegarden has performed further tests that 
tend to further confirm the hypothesis that AFCD benefits causally and positively influence 
nonwhite illegitimacy. The econometric procedures followed by Professor Wingarden are dis- 
cussed in C.W.J. Granger "Investigating Causal Relationships by Econometric Models and Cross- 
Spectral Methods/' Econometnca, July 1969, and in Christoper Sims, "Money, Income and Cau- 
sality," American Economic Review, September 1972. 
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XIV. PUBLIC POLICY, INCOME GROWTH, AND INCOME 
DISTRIBUTION 



There has been a strong redistributionist thrust to public policy 
in the United States. Once the commitment to producing equality 
of outcomes, rather than equality of opportunity, began to domi- 
nate the antipoverty programs of government, the die was cast. The 
approach to dealing with the economic problems of low-income 
people became one of using the taxing power of the government, 
especially at the Federal level, to take income from one segment of 
the population, the relatively more affluent, and redirect it to those 
who have been less fortunate Obviously, the intent of this policy 
has been to reduce the degree of inequality in the distribution of 
income in the United States. 



As we have already observed, the objectives of public policy are 
not always realized. Consequently, it is worth asking the question, 
"How successful has this technique been in enhancing the econom- 
ic position of those in the lower end of the American income distri- 
bution?'' 

To a certain extent, we have already answered that question. 
The previously reported analysis of the determinants of the behav- 
ior of poverty rates implies quite strongly that the attempt to redis- 
tribute income to the less affluent has not been successful. Howev- 
er, some further exploration of this issue is quite revealing. 

Earlier, the basic pattern of movement in the Gini coefficient 
measure of concentration of money income was described. Not 
unlike the behavior of poverty rates, the Gini coefficient declined 
in the early years of the post-World War II era but has shown a 
tendency to increase in more recent times. Specifically, the Gini co- 
efficient reached its minimum value in 1967 and 1968 and has 
trended upward ever since, increasing by about 9.5 percent. This 
has occurred coincident with a very substantial increase, in the 
volume of transfer payments in the economy, a source of income 
commonly felt to have an equalizing effect on the distribution of 
income. For example, between 1970 and 1983, the percentage of 
personal income in the form of income transfers rose from 9.9 to 
14.8 percent. How can this be reconciled with a systematic rise in 
the index of income concentration? 

A possible explanation may be found in the behavior of the un- 
employment rate in the United States. Figure 14-1 shows the quar- 
ter-by-quarter unemployment rate from 1949 to the present. The 
cyclical swings in unemployment are apparent. In addition, there is 
an obvious positive trend in the unemployment rate. In an earlier 
study, we have presented evidence to indicate that this represents 
an increase in the equilibrium, or "natural," rate of unemployment 
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in the United States. Whatever its cause, the implications of the 
rising unemployment rate for the distribution of income are 
straightforward. In general, unemployment has a greater impact 
on the economic fortunes of those toward the bottom of the income 
distribution. Consequently, higher unemployment rates might rea- 
sonably be expected to be associated with greater inequality in the 
distribution of income, that is, with a higher Gini coefficient. 



Beyond the impact of unemployment on the pattern of income 
distribution in the economy, our previous analysis of the behavior 
of poverty rates suggests that perhaps the substantial rise in the 
importance of transfer payments as a source of income has had the 
unintended effect of increasing, instead of decreasing, the degree of 
inequality found in the income distribution. The mechanism 
through which this might work has already been described. Very 
simply, beyond some point the work disincentive effects associated 
with the receipt of transfer payment income may overwhelm the 
income enhancing effects of such payments. 

All of this is to suggest that the explanation of the behavior of 
the Gini coefficient in the post-World War II era may be found in 
the same set of factors that account for movements in the poverty 
raU^. To test this possibility, we have estimated a statistical model 
in which the Gini coefficient is the dependent variable and the in- 
dependent variables are the rate of unemployment and both a 
linear and quadratic measure of the magnitude of income trans- 
fers. Several different data series are employed to capture the pos- 
sible effects of income transfers on the Gini coefficient, including 
per capita and per poor person Federal public aid, the same meas- 
ures adjusted to take account of the Weicher analysis of possible 
biases in the Consumer Price Index (CPI), and total per capita and 
per poor person public aid in the United States. In addition, we 
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have also used the volume of total income transfers (in real terms) 
measured on both a per capita and per poor person basis. 

All told, eight different regressions have been estimated and the 
statistical results are impressive. They are summarized in Table 
14-1. Not unexpectedly, the unemployment variable is highly sig- 
nificant in all cases, showing t-statistics ranging from 4,40 to 8.11. 
As to the income transfer variables, all the linear measures have a 
negative sign and all the quadratic terms show a positive sign, just 
as they did in the poverty analysis. For the income transfer meas- 
ures, seven of the coefficients are significant at the 5 percent level 
and one at the 10 percent level. Taken as a group, these results in- 
dicate the presence of a threshold level of income transfers, beyond 
which additional payments lead to an increase in economic inequal- 
ity. In short, in addition to the Poverty-Welfare Curve, there also 
exists an Inequality-Transfer Curve. 

TABLE 14-1. — ANALYSIS OF FACTORS INFLUENCING THE BEHAVIOR OF THE GINI COEFFICIENT, 
UNITED STATES, 1953-83 



t-Statctic 



future of Aid variable 


Unernpty- 
men! 


M 


Aid* 






Threshold 
level of aid 


reacted 


Federal public atf per capita 


6.21 


-3.63 


338 


0.7735 


1.83 


$129.80 


71-72 


Federal public aid per poor person 


8.11 


-2.79 


2.45 


.7560 


2.03 


1,112.38 


71-72 


Federal public aid per capita (Weicher adjust- 














ment) 


6.11 


-3.80 


3.60 


.7761 


2.01 


135.08 


71-72 


Federal public aid per poor person (Weicber 


















7.94 


-2.97 


2.65 


.7584 


2.03 


1,145.68 


71-72 


Total public aid per capita 


6.09 


-2.39 


2.30 


.7740 


2.03 


192.63 


70-71 


Total public aid per poor person 


7.95 


-1.71 


1.53 


.7625 


2.02 


1,657.47 


70-71 


Total transfers per capita 


4.40 


— 4.11 


380 


.7697 


1.95 


876.43 


71-72 


Total transfer per poor person 


7.69 


-2.41 


1.96 


.7572 


2.02 


7,469.97 


71-72 



Almost exactly paralleling the analysis of the sources of change 
in poverty rates, the threshold level of income transfers was 
reached sometime between 1970 and 1972. To illustrate the charac- 
ter of the Inequality-Transfer Curve relationship, we show a typical 
version of it in Figure 14-2. It is estimated assuming the unemploy- 
ment conditions of 1983 using the regression results obtained when 
the measure of income transfers is total per capita income trans- 
fers for the economy. As of 1983, the volume of income transfers 
was over 60 percent greater than the level that would have mini- 
mized the degree of inequality in the income distribution in the 
United States. This transfer "overhang" has had the effect of in- 
creasing the index of income concentration in the United States by 
about 3.5 percent. 
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Figure 14-2: The Inequal its-Transfer Curve 
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These findings should not be surprising. There is a substantial 
body of scholarly literature that documents the operation of disin- 
centive effects arising out of income transfers. The authors of a 
recent survey of that literature concluded that the cumulative 
effect of income transfers in the United States had been to reduce 
the total supply of labor by 4,8 percent, 1 What this suggests is that 
the growth of transfer sources of income in the United States has 
had the effect of reducing the degree of association with the labor 
market of those on the receiving end of such payments. In short, 
transfer payment income has been substituted for work related 
income. As long as people attach a positive value to the additional 
leisure implicit in such a substitution, it is likely that the end prod- 
uct will be a more unequal distribution of money income. 

Income Distribution and Taxes 

To this point, the treatment of the sources of the observed in- 
crease in the index of income concentration has focused on the re- 
cipients of transfer payments. However, there is another side of 
such transactions. In order to finance them, income has to be taxed 
away from others in the economy. This raises the question of what, 
if any, impact does the level of taxation in the United States have 
on the decree of inequality of income distribution. Or an a priori 
basis, it is difficult to hypothesize what the effects of taxation 



1 Sheldon Danziger, Robert Haveman, and Robert Plotnick, "How Income Transfer Programs 
Affect Work, Savings, and Income Distribution: A Critical Review," Journal of Economic Litem* 
turn, vol. XIX (September 1981), p. 996. 
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might be. To begin, since the income distributions from which the 
indices of income concentration are calculated are before taxes and 
after transfers, there may well be no effect. On the other hand, 
given the generally progressive character of much taxation, espe- 
cially the Federal income tax, higher overall rates of taxation could 
discourage economic effort disproportionately among those at the 
upper end of the income distribution, thereby decreasing income 
inequality. Finally, there is the possibility that the second hypothe- 
sis holds, that is, taxation adversely affects the intensity of econom- 
ic activity among higher income groups, but that the effects of this 
phenomenon operate in a fashion that reduces the access of those 
at the lower end of the income distribution to the sources of eco- 
nomic abundance. If this is the case, higher rates of taxation have 
the potential of increasing the amount of inequality in the overall 
income distribution. 

To evaluate these various alternatives, we have incorporated a 
measure of the magnitude of income taxation at the Federal level 
into our statistical model. The variable used is the sum of Federal 
personal and corporate income taxes, expressed as a percentage of 
gross national product (GNP). Table 14-2 presents the statistical re- 
sults, which may be summarized as follows: 

(1) Variations in the tax measure have a statistically significant 
positive effect on the index of income concentration, i.e., higher 
rates of taxation are associated with a greater degree of inequality 
in the distribution of income. In seven models, the regression coeffi- 
cient for the tax variable is significant at the 1 percent level or 
beyond and in the other it is significant at the 2 percent level (two- 
tailed tests of significance). 

(2) Inclusion of the tax rate variable in the statistical model en- 
hances the statistical significance of the other variables. All of the 
coefficients for the measures of the volume of income transfers are 
significant at the 5 percent level or beyond and the t-statistics for 
the unemployment rate coefficients now vary from 6.62 to 10.06. 

TABLE 14-2.— FURTHER ANALYSIS OF FACTORS INFLUENCING THE BEHAVIOR OF THE GINI 
COEFFICIENT, UNITED STATES, 1953-83 



Naturt of jxj variable 




tStatetoc 
M 




Tax 
rate 




D-W 


ThreshoM 
level of ax) 


When 
reached 


Federal Public Aid Per Capita 


8.66 


-4.50 


3.63 


3.21 


0.8064 


1.93 


$158.08 


72-73 


Federal Public Aid Per Poor Person 


0.37 


-3.70 


2.85 


3 03 


./727 


1.94 


1,391.73 


72-73 


Federal Public Aid Per Capita (Wetter Adjust* 


















ment) 


7.74 


-394 


308 


2.59 


.7767 


1.99 


170.72 


74-75 


Federal Public Aid Per Poor Person (Weicher 


















Adjustment) 


9.27 


-3.79 


2.92 


2.98 


.7752 


1.93 


1,452.60 


72-73 


Total Public Aid Per Capita 


835 


-2.80 


2.10 


3.32 


.8167 


1.92 


258.42 


74-75 


Total PuNic Aid Per Poor Person 


10.C6 


-2.91 


2.11 


3.57 


.8188 


1.89 


2,231.37 


72-73 


Total Transfers Per Capita 


6.62 


-392 


2.85 


2.83 


->981 


1.95 


1,107.88 


73-74 


Total Transfers Per Poor Person 


9.50 


-3.19 


2.11 


3.30 


.7982 


1.91 


9,782.49 


73-74 



(3) The regression coefficients for the tax rate variables in the 
various models are quite stable, ranging from 0.00295 to 0.00394. 
This indicates that, on average, a 1 percentage point change in the 
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rate of taxation leads to nearly a 1 percent increase in the amount 
of income inequality in the United States. 

(4) The threshold levels of income transfers, beyond which they 
generate more, not less, inequality are somewhat higher and occur 
between the years 1972-75. 

Some Additional Evidence 

Once more, we have looked for other evidence to confirm find- 
ings based oil Lime series data. Gini coefficients by individual State 
have been computed from the 1980 Census data. If the basic rela- 
tionships we have already described are valid, it should be possible 
to explain interstate differences in Gini coefficients by variations 
in puDlic assistance and tax measures, in conjunction with varia- 
bles designed to control for differences in general economic condi- 
tions in the several States. Using a two-stage least squares process 
for estimating a regression model, we have obtained the relation- 
ships shown m Table 14-3 for the appropriate public aid and tax 
measures. The usual quadratic form of public aid is employed and 
two tax variables have been introduced, the overall level of tax- 
ation and the change in the rate of income taxation during the 
1970's. As can be seen from Table 14-3, the public aid variables are 
highly significant in a statistical sense with the linear term having 
the usual negative sign (t-statistic = 9.05) and the quadratic having 
a positive sign (t-statistic = 7.17). This is consistent with the notion 
that beyond some level of public assistance, in this case AFDC pay- 
ments, the effect on the income distribution is to make it more un- 
equal. 

TABLE 14-3.— SELECTED STATISTICAL RESULTS OF ANALYSIS OF INTERSTATE DIFFERENCES IN GINI 
COEFFICIENTS, UNITED STATES, 1979 1 



Independent variable l-$UUst»c 



AFDC payments per family - 

AFDC payments squared 

Per capita taxes - 

Change in rate of income taxation 

1 The R*. adjusted for degrees of freedom, of the regression equation is 07947. 
Source: Authors' calcrtauoris. 



-9.05 
7.17 
1.57 
2.61 



As to the tax variables, both have positive signs, although the t- 
statistics are less robust than those for the public aid measure. The 
change in the rate of income taxation is significant at the 1 percent 
level and the level of taxation is significant at the 10 percent level 
(one-tailed tests of significance). Collectively, these results are quite 
consistent with the time series analysis, suggesting that the conclu- 
sions drawn from those data are appropriate. 

Taxes and Productivity 

This statistical evidence is quite remarkable, indicating, as it 
does, that high rates of income taxation and high levels of income 
transfers are associated with greater income inequality in the 
United States. What might be the specifics of the linkage between 
these factors and income inequality? We have broadly hinted at 
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something in the economy associated with the progressivity of the 
American income tax system. 

To be more precise, this notion, in combination with our previous 
arguments concerning the effect of disincentives in the system, sug- 
gests the possibility of some sort of systematic relationship between 
levels of transfers and taxation and the average productivity of 
labor in the economy. Again, a statistical test is indicated. Of 
course, there are other factors that influence the average produc- 
tivity of labor over time, such as the relative growth in the capital 
stock and technological progress. We incorporate these in our anal- 
ysis through the inclusion of a time drift variable in a regression 
equation that has the average productivity of labor as the depend- 
ent variable and, time, the level of taxation (expressed as a per- 
centage of GNP), and total transfers as a percentage of personal 
income as independent variables. The results of the regression 
analysis for the period 1953-84 are shown in Table 14-4. All of the 
variables are statistically significant at the 1 percent level or 
beyond and the signs confirm our previous analysis. High levels of 
income transfers and taxation have a negative impact on the aver- 
age productivity of labor. 



TABLE 14-4 — DETERMINANTS OF PRODUCTIVITY LEVELS, UNITED STATES, 1953-84 



V*a* Cocffacnt t-Sutcte 



Tax rate „ —2.07 4.17 

Transfers as percent earned personal income M -0.87 2.82 

Time £28 15.77 



1 Adjusted R 2 -09897. Modd subjected to ARMA Jdjustmwt to cocrect lor serial conelabon. 
Sow ce- Authors' catenation. 

Conclusions 

The findings with respiect to the relationships between labor pro- 
ductivity and the relative importance of the volume of income 
transfers and taxation constitute the final link in the explanation 
for the behavior of the index of income concentration that we have 
observed. Lower levels of labor productivity, brought on by the 
direct effects of income transfers and the indirect impact of tax- 
ation's freeback effects through the remainder of the economy, 
reduce the capacity of those most dependent on wage income to 
claim a portion of the society's output. Put that in combination 
with the well documented effect of income transfers on the overall 
supply of labor and it is quite easy to understand why high levels 
of income transfers and income taxation increase the amount of in- 
equality in the distribution of money income that is observed in 
American society. 

From the standpoint of evaluating the character of American 
public policy over the past quarter century, these findings are quite 
impc-tant. Clearly, they indicate the very real possibility that a re- 
distributionist emphasis in social policy has led to a substantial re- 
duction in labor productivity and real output in the American 
economy. If we pick up the story as of 1964, our statistical findings 
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can be used to provide estimates of what labor productivity would 
have been in the ensuing years if the relative volume of income 
transfers and income taxation had remained at their 1964 levels. In 
effect, such a calculation gives an estimate of "potential" produc- 
tivity in the United States. It may then be compared with actual 
productivity. 

Figure 14-3 contrasts the actual level of productivity with esti- 
mated "potential" productivity. The actual level of productivity is 
expressed as a percent of "potential" in this diagram. The compari- 
son is dramatic. Beginning in 1965, actual productivity has system- 
atically departed from "potential" on the low side, reaching a mini- 
mum in 1981. At that point, labor productivity was almost 13 per- 
cent less than its "potential." Since 1981, there has been some im- 
provement, largely due to tlu reduction in the rate of income tax- 
ation, but the average productivity of labor in the American econo- 
my still remains almost 10 percent below its "potential", simply be- 
cause of the expansion of income transfers and the taxes necessary 
to pay for them. 



Figure 14-3) Actual and Potential Lator Productivity; 
United States; 1964-1984 
lffi.5t 




Vear 

— ACTUAL POTENTIAL 



Put another way, this analysis indicates clearly that, beyond a 
certain point, an income transfer approach to assisting those with 
low incomes is what economists call a "negative" sum game, i.e., as 
income is transferred from one segment of the economy to another, 
the total amount of available income becomes less than it other- 
wise would have been. Not only that, but after the income trans- 
fers, the poor receive a smaller portion of that income. Thus, they 
are doubly losers, receiving a reduced share of a smaller overall 
pie. 
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XV. WEALTH AND WELFARE 



The analysis in this study has depended heavily on one measure 
of economic well-being; namely, income. Income represents a flow 
of payments to an economic unit (individual, business, household, 
family, etc.) over a period of time and is widely accepted as the best 
economic welfare measure available. Yet, there is an alternative 
indicator available, wealth. Wealth represents the net accumula- 
tion of assets by an economic unit as of one point in time. 

Dlficiencies of Wealth Statistics in Measuring Economic 

Welfare 

There are at least two reasons why income is the more common- 
ly used measure of economic well-being. First, it, or consumption, 
which is closely related to it, is generally believed to be the superi- 
or means of measuring material enjoyment derived by an economic 
unit during any given time period. Consider two households, one a 
widow with $100,000 in wealth, mostly in her home, personal prop- 
erty and some bank accounts. Suppose her income is $9,200 a year, 
primarily from a $600 a month pension, the remainder from inter- 
est payments. Consider secondly a "yuppie" couple with wealth 
(after debts) of $70,000 in cars, a boat, some house equity, but 
almost no financial assets. Suppose that couple makes $50,000 a 
year. By the wealth criteria, the widow is "better off." Yet most 
persons would feel, in a very real sense, the couple is far more 
prosperous, far less economically disadvantaged, far less "poor." In 
that regard, it is interesting that to our knowledge no one has seri- 
ously proposed defining poverty in terms of a wealth criterion. 

The second reason the income criterion is used most often is that 
data on wealth are collected sporadically, with less detail and con- 
sistency, and are considered of more dubious accuracy than data on 
income. Thus, only recently has the U.S. Bureau of the Census 
issued a report on wealth; it provides data regularly and volumi- 
nously on income and its growth and distribution. 1 For example, 
the Current Population Survey annually details income patterns 
for some 55,000 to 60,000 economic units. By contrast, weafih data, 
when reported, is usually based on very much smaller samples or is 
inferred for living persons based on the reported estates of deceased 
individuals. One of the reasons for this is that data on wealth are 
extremely expensive to gather, whereas income data routinely flow 
to government statisticians, for example with income tax returns. 

Survey data describing wealth patterns generally are derived 
from relatively small samples. This has the potential for posing se- 
rious problems, given the skewness in wealth distributions. Sup- 



1 U.S. Department of Commerce, Bureau of the Consus, Household Wealth and Asset Owner* 
ship: 1384. Current Population Reports, series P-70, No. 7 (Washington, DC. U.S. Government 
Printing Office. 2986). 
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pose a random sample of 4,000 households were selected, which is 
about the number used in a recent study done by the Survey Re- 
search Center of the University of Michigan for the Federal Re- 
serve System «nd other public agencies. 2 Suppose the tutal net 
worth of the households in the survey equalled $400 million, with 
the wealthiest household having net assets of $5 million. Suppose 
the next 19 households had assets of $55 million. It would be con- 
cluded that average household wealth were $100,000 a household 
($400 million divided by 4,000), and that the richest one-half of 1 
percent (20 households in this case) had 15 percent of total wealth. 

Supposing, however, that by chance the wealthiest household se- 
lected had wealth of $55 million instead of $5 million. Total wealth 
for the sample would be $450 million, average household wealth 
would be 12.5 percent higher, $112,500, and the proportion of total 
wealth held by the top one-half of 1 percent of wealthholders would 
be 24.4 percent, over 60 percent higher ihan the 15 percent previ- 
ously reported. Part of the. problem can be alleviated by use of 
measures of central tendency less impacted by extreme observa- 
tions, e.g., the median. This approach was followed by the Census 
in its recent study, but not in the Survey Research Center study as 
most recently reported. Thus, even a single observation in the 
sample can make enormous differences in reported descriptive 
sample statistics. Consequently, comparing results at one point in 
time with results at another point in time is a very dubious enter- 
prise owing to possible variations in sampling owing to chance. 

Similarly, drawing inferences about wealth distributions from 
the distribution of estate values is somewhat risky. The "estate 
multiplier" approach used involves making assumptions about the 
relationship of wealth values of deceased persons relative to living 
persons. Moreover, given the immense amount of tax avoidance ac- 
tivities undertaken to reduce estate taxes, estate values are often 
very distorted. In short, extreme caution must be used in evaluat- 
ing any wealth statistics, and particular caution is necessary in 
evaluating changes in wealth statistics over time. 

Recent Trends in Wealth Growth and Distribution 

The topic of wealth growth and distribution has increased recent- 
ly with the publication of a major new study by the Bureau of the 
Census based on 1984 data, and by the Federal Reserve and this 
Committee of data from a smaller sample of households based on 
1983 data. 3 Attention here in focused on the Joint Economic Com- 
mittee report, which is based on the Survey Research Center data, 
as it draws inferences from earlier surveys. 



2 Joint Economic Committee, United Stp'ss Congress, "The Concentration of Wealth in the 
United States" (Washington, DC: Joint Economic Committee, July 19£ c » The material in sec* 
tions XV and XVI was prepared prior to the discovery of a error in the compilation of the 
Survey Research Center data. That error offers an explanation for the anomalies we observe in 
the wealth information reported by the Survey Research Center. When the error was discov- 
ered, sections XV and XVI were released as a separate Joint Economic Committee study under 
the title, The Role of Wealth in American Society. 

3 See Census Bureau, op. cit., and Joint Economic Committee, op. cit. The Joint Economic 
Committee study is based on the Survey Research Center findings, which are also reported in, 
"Survey of Consumer Finances, 1983," Federal Reserve Bulletin, September 1984; "Survey of 
Consumer Finances, 1983: A Second Report," Federal Reserve Bulletin. December 1984; and "Fi« 
nancial Charactei cities of High Income Families," Federal Reserve Bulletin, March 1986. 
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According to the Joint Economic Committee report, real wealth 
in the United States almost tripled between 1963 and 1983. The 
study emphasized that the share of total wealth held by the top 
one-half of 1 percent of wealthholders rose dramatically, from 25.4 
percent to 35.1 percent, with an especially strong increase after 
1976. If these data are accurate and earlier studies on wealth cited 
in the Joint Economic Committee study are also valid, some addi- 
tional conclusions could be drawn from the recent report: 

(1) Real wealth per household has been rising at a 2.95 percent a 
year rate from 1963 to 1983, far more than real income per capita 
or real income per household, suggesting that economic welfare 
may be advancing faster than the income measure suggests (unless 
one takes the extreme view that the size of the economic "pie" is 
irrelevant, only its distribution). Given the sharp decline in aver- 
age household size, real wealth per capita has risen something on 
the order of 3.5 percent a year, a more than doubling ever the two 
decades. 

(2) While the increase in real wealth has not been evenly distrib- 
uted, even the nonrich (lowest 90 percent of wealthholders) have 
had their household wealth on the average increase significantly, 
with the mean real annual growth from 1963 to 1983 approximat- 
ing 1.88 percent a year, in excess of the increase in income report- 
ed using either mean or median measures over the same period. It 
casts further doubt on the assertions that the economic status of 
households has deteriorated in recent years, as discussed earlier. 

(3) Comparing data from 1976 on wealth, compiled using the 
estate multiplier approach, with the 1983 data, compiled using 
survey techniques, it appears the growth in wealth actually in- 
creased in the 1976-83 period ovar that existing from 1963-76. 

(4) If one views savings as increases in wealth, our notions on na- 
tional savings are grievously incorrect. The growth in wealth in the 
1976-83 period approximated 40 percent of gross national product 
for the same era, suggesting the United States may have had one 
of the highest, if hot the highest, savings rates in the world. 

Possible Distortions in the 1983 Survey Data 

While these additional implications of the Survey Research 
Center wealth data are intriguing, we feel they are highly specula- 
tive, as is the argument that there has been a very substantial in- 
crease in the concentration of wealth in America. The major 
reason for approaching these data cautiously is that a detailed ex- 
amination of them indicates a very substantial probability that 
they: 

(1) Badly overstate the true volume of wealth in the United 
States, and 

(2) Particularly overstate the wealth of those in the top one-half 
of 1 percent of the wealth distribution. 

Why do we feel that this distortion exists? To begin, an examina- 
tion of the relationship between wealth and income in the United 
States over time suggests a striking inconsistency in the newly de- 
veloped data. We draw this conclusion from the evidence shown in 
Table 15-1, which reports the ratio of wealth to national income in 
the United States for various years during the time period 1958-76. 
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These calculations rely on the estate multiplier wealth studies con- 
ducted in this interval. As the study recently issued by this Com- 
mittee notes, "there is evidence that these two approaches [estate- 
multiplier and direct survey] to measuring wealth arrive at reason- 
ably comparable results." 4 

The most obvious feature of the data reported in Table 15-1 is 
the persistent decline in tb" 7%'ealth-national income ratio over 
time. Data are available for 1958, 1962, 1965, 1969, 1972, and 1976. 
In every year studied after 1958, the wealth-national income ratio 
is less than it was at the time of the previous study, declining from 
3.86 in 1958 to 3.33 in 1976. However, based on the Survey Re- 
search Center data, the wealth income ratio is 4.00 in 1983, a sub- 
stantial reversal of the historic trend in this statistic. A simple cal- 
culation reveals that if the wealth-national income ratio had con- 
tinued to decline at the same pace as it did from 1958 through 
1976, the 1983 estimate of total wealth would have been well aver 
$2 trillion lower than reported. 5 

TABLE 15-1. — RATIO OF WEALTH TO NATIONAL INCOME, UNITED STATES, VARIOUS YEARS, 1958-76 



Ratio of wealth 
to national 
income 



Year: 

1958 3.86 

1962 3.74 

1965 3.57 

1969 3.51 

1972 3.43 

1976 333 

Sources Natffiat income from standard US national mcome accounts sources. Wealth from summary of ■^statMnurtipBer" wealth studies 
provided m Table 6, "Concentration of Wealth in the United States." Joint Economic Committee. Jury 1986. 

Is it possible that the wealth estimates under discussion are over- 
stated by that much? A detailed examination of both the 1963 and 
1983 survey data, suggests an anomaly them that is fully capable 
of explaining such a discrepancy. Taole 15-2 shows the details of 
various categories of wealth for both 1963 and 1983, in 1983 dollars. 
Where the form of wealth existed in both years, the percentage 
change over the 20-year interval has been calculated. For ali 
wealth, the change is 174.0 percent. 

TABLE 15-2-— TOTAL WEALTH, BY TYPE OF ASSET, UNITED STATES, 1963 AND 1983 

(In txBions of 1983 dollars] 





Type of asset 


1963 


1983 


Percentage 
change 


Real estate « « 




$1,890.2 


$5,362.3 


183.7 


Corporate stock 




7138 


981.7 


37.5 


Bonds 




164.7 


329.6 


100.1 






76.6 


115.8 


51.2 






337.7 


189.2 


-44.0 






174.0 


491.6 


182.5 



* Joint Economic Committee, op. cit., p. 31. 

Mf the trend in the decline in the w alth-national income ratio had continued at its pace of 
about 0.03 per year, the 1983 figure would have been 3.12. 
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TABLE 15-2.— TOTAL WEALTH, BY TYPE OF ASSET, UNITED STATES, 1063 AND 1983 — Continued 

(la txSon$ of 1983 (ttUrs) 
Type o( asset 19S3 1983 

Business assets ... 908.6 3272.0 260.1 

Insurance cash surrender value - 156.3 260 8 66.9 

Land contracts 83.0 111.2 34.0 

Miscellaneous 599 157.9 1636 

Total net vwth 1 3.864.6 1 10,587.2 174.0 

1 Subcategories do not add to total due to rounds errors, the existence m 1983 ol some classes ot assets not found in 1963. and the 
subtraction of debt from gross assets to obtwi net worth. 
Source: Data as summarized in TaNe 4, "Concentrat»on ot Wealth In the Unrted States." Joint Economic Committee, Jury 1986. 

Among the individual categories, one in particular stands out in 
terms of the magnitude of the growth in this form of wealth. It is 
the category called business assets (net), with a percentage growth 
between 1963 and 1983 of 260.1 percent. It is also worth noting that 
this form of wealth is not a trivial one. It accounts for over 30 per- 
cent of the estimated wealth in 1983. What exactly is meant by 
"business assets"? A description of this data class from the recent 
Joint Economic Committee study states, "All interests in unincor- 
porated businesses, farms, and professional practices are included 
in this category." 6 Thus, what we are talking about here is simply 
the assets of unincorporated enterprises in the United States. 

The idea that the assets of unincorporated enterprises constitute 
30 percent of the wealth of individuals in America is a mind-bog- 
gling one. We begin by noting that the reported value of these 
assets is greater than the Federal Reserve Board's estimates of the 
net worth of all nonfinancial American corporation in 1983. 7 Given 
that corporations produced 75 percent of all income generated in the 
business sector of the American economy in 1983, this seems highly 
implausible. 8 

A further confirmation of the unlikelihood of the assets of unin- 
corporated enterprises being of this magnitude is provided by the 
national income statistics estimates of the income of unincorporat- 
ed enterprises. In 1983, the income of proprietors is reported as 
$121.7 billion. Based on the assets reported in the 1983 survey 
($3,272.0 billion), this represents a rate of return of 3.7 percent. At 
a time when the yield on 10-year U.S. Government bonds had aver- 
aged 12.47 percent over a 4-year period (1980-83) and still stood at 
11.10 percent, 9 It does not stand to reason that the market would 
value the assets of unincorporated business enterprises at $3,272.0 
billion. Interestingly, if the market value of the assets of unincor- 
porated enterprises in 1983 is estimated using an 11.10 percent rate 
of return, the result is a figure of $1,096.4 billion, over $2 trillion 
less than the survey estimate. At a rate of return of 12.47 percent, 
the market value of these assets is $975.9 billion. This is very Con- 



's Ibid., p. 46. 

7 Board of Governors of the Federal Reserve System, "Balance Sheets for the U.S. Economy, 
as reported in Statistical Abstract of the United States, 1986, Table 891. 

8 U.S. Department of Commerce, Bureau of Economic Analysis, "Survey of Current Business, 
as reported in Statistical Abstract of the United States, 1986, Table 730. § 

9 Board of Governors of the Federal Reserve System, Federal Reserve Bulletin, monthly, as 
summarized in Statistical Abstract of the United States, 1986, Table 856. 
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sistent with our earlier speculation that wealth is badly overstated 
in the most recent survey. 

Data from the Internal Revenue Service lend credence to the 
proposition that the "business assets" category is overstated in the 
1983 data. As reported on income tax returns, the total receipts of 
proprietorships and' partnerships totaled $731 billion in 1982, pro- 
ducing a net taxable income of $44 billion. On the other hand, the 
total receipts of corporations were $7,024 billion, yielding a net 
income of $154 billion. 10 Thus, the net income of the activities of 
unincorporated business enterprises was less than 30 percent of 
that of the corporate sector. This is simply not consistent with the 
proposition that the market value of assets in the unincorporated 
sector is on a par with those in the corporate. In fact, if they were 
roughly 30 percent of the new worth of the corporate sector, an es- 
timate of $1 trillion for 1983 seems about right. 11 



Finally, there is the aforementioned Census Bureau survey of 
wealth holdings for 1984, a year later than the Survey Research 
Center data were collected. The Census data are based on a sample 
that is much larger than the Survey Research Center's, involving 
some 19,900 households. An examination of the data at the aggre- 
gate level shows one obvious m^jor difference between them and 
the Survey Research Center estimates. Total net worth (wealth) is 
estimated by the Census to be $7.5 trillion, compared to the $10Ji 
trillion in the Survey Research Center data. What accounts for the 
$3.1 trillion difference in the wealth estimates? As nearly as we 
can tell, the bulk of this differential occurs in the category of net 
equity in nonincorporated business enterprises. The Census figure 
for 1984 for these assets is $770.6 billion (10.3 percent of total net 
worth), while the Survey Research Center data show a value of 
$3,272.0 billion (30 percent of net worth). The difference is almost 
exactly $2V£ trillion of wealth, very close to our earlier estimate of 
how much wealth is overstated in the 1983 survey data. 

The Census estimates are quite believable on other grounds. For 
example, the income of unincorporated enterprises (in 1983 dollars, 
deflating by the gross national product deflator) in 1963 was $151.5 
billion. This is one-sixth of t\ a value of business assets in 1963 
(again, in 1983 dollars), as reported in the Joint Economic Commit- 
tee document. This asset-earnings ratio of 6 to 1 is quite consistent 
with the Census estimate of the value of these assets. It yields an 
asset-earnings ratio of 5 to 1 for 1984. By contrast, the Survey Re- 
search Center data for 1983 suggest a ratio of almost 27 to 1. 

At the risk of being redundant, we also have evidence developed 
by the Federal Reserve system through the flow of funds ac- 
counts. 12 The data are for 1984 and suggest that the Census esti- 



l0 These data are summarized in the Statistical Abstract of the United States, 1986, Table 
874. 

11 This is derived by adjusting upwards the 1983 net worth of nonfinancial corporations of 
$2,815 billion to reflect the contribution to gross national product emanating from the financial 
sector (estimated to be one-sixth), and multiplying the result by 0.30. The precise estimate is 
$1,013.4 billion. 

12 These data are summarized on page 52 of the Census Bureau report on wealth, op. cit. 
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mates are something of an understatement of the value of assets of 
the type under discusison, by approximately 25 percent. If we 
adjust the Census Bureau data for unincorporated business equity 
assets upwards by one-third to account for this possible understate- 
ment, we obtain a figure of $1,027.5 billion, still well over $2 tril- 
lion less than the value reported in the Survey Research Center 
data. 

In light of these varying strands of evidence, we are led to the 
conclusion that wealth reported in the form of "business assets" in 
the 1983 survey of wealth is overstated by at least $2 trillion. Ex- 
actly how this happened, we are not prepared to say. It well could 
be simply the vagaries of the sampling process when data distribu- 
tions with pronounced "skewness" in the data set are sampled. 

The Implications op the Error for the Distribution of Wealth 

We turn now to the possible impact of the distortion in the esti- 
mate of total wealth reported in the 1983 survey on the calcula- 
tions of the distribution of wealth in the United States. The possi- 
bilities here are immense. Wealthholders are classified into four 
categories in the Joint Economic Committee version of this survey: 
(1) the top one-half of 1 percent, called the "super-rich"; (2) the 
next one-half of 1 percent, the "very rich"; (3) the 90th to 99th per- 
centile, the "rich"; and (4) the remainder of the distribution, "ev- 
eryone else." With respect to the asset category "business assets," 
the lowest 90 percent of the wealth distribution, "everyone else," 
held only 6.3 percent of business assets, while the "super-rich" held 
58.4 percent. 

The overstatement of the magnitude of business assets clearly 
has a disproportionate effect on the volume of assets held by the 
upper end of the wealth distribution. To illustrate the nature of 
this impact, we have recalculated the share of wealth held by the 
various classifications of wealthholders, excluding business assets 
from consideration, using both the 1963 and 1983 survey data. The 
comparison of these revised estimates with those including business 
assets is shown in Table 15-3. Clearly, excluding business assets 
gives a far different picture of the nature of changes in the the dis- 
tribution of wealth in the United States. The differences over time, 
using the revised wealth shares, are quite minor. In fact, the image 
generated by the alternative set of calculations is one of great sta- 
bility in distribution of wealth in the United States. 

This approach to evaluating the concentration of wealth in the 
United States might be criticized on the grounds that it eliminates 
from the calculation a quantitatively important class of assets. 
Therefore, we hrve also reestimated the distribution of wealth 
holdings by using the 1963 distribution of the assets of unincorpo- 
rated business enterprises in combination with the 1983 estimates 
of the volume of such assets. The results of these calculations also 
are reported in Table 15-3. They show very little difference be- 
tween the 1963 and 1983 wealth distributions. In particular, the top 
one-half of 1 percent of wealthholders have 25.9 percent of all 
wealth in 1983, compared to 25.4 percent in 1963. 
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TABLE 15-3.— REPORTED AND REVISED 1 SHARES OF TOTAL WEALTH, BY PERCENTILES, UNITED 
STATES, 1963 AND 1983 



(In percent] 





Percent* 


1963 
Reported R< ^ 


Reported 


19S3 

Revised R.vised 
(a) (b) 


Revised 
(0 


Top 3/2 of 1 percent 




25.4 


24.4 


35.1 


24.7 25.9 


25.4 


Next 1/2 of 1 percent . 




7.4 


6.9 


6.7 


6.2 7.0 


5.6 


90th to 99th percentile 




32.3 


30 2 


29.9 


31.1 33.5 


32.3 






34.9 


38.4 


28 2 


38.0 33.6 


36.7 









1 Revised! a) calculation eicfodes busress assets from consideration Revsed(b) estimate distributes 1983 reported values foe business assets 
accorfre to 1963 <fctnbution ot such assets Revised(c) estimate distributes $1 tri&on m business assets accord to 1963 distribution of such 
assets 



Sources Data summan:ed tn TaNe 4. "Concentration ot Wealth in the United States." Joint Economic Committee, July 1986, and authors' 
calculations. 

Another possible way to adjust the Survey Research Center 
wealth shares is to assign a different value to the "business assets" 
form of wealth. On the basis of the evidence already cited, a figure 
of $1 trillion would seem to be appropriate. If we then allocate that 
trillion dollars on the basis of the 1963 proportions of such wealth 
held by different groups, we can obtain what we consider to be a 
relatively accurate estimate of the distribution of wealth. This pro- 
cedure yields results quite similar to the revisions already report- 
ed. In particular, the top one-half of 1 percent have only 25.4 per- 
cent of total wealth under these assumptions. These estimates are 
also contained in Table 15-3. 

This leads us to the conclusion that the rather massive increase 
in the share of wealth held by the top one-half of 1 percent of 
wealthholders observed in the 1983 survey data is simply a statisti- 
cal artifact that does not reflect any fundamental change in the 
pattern of wealth holding in the United States. 

One further note in this respect. The Census Bureau wealth esti- 
mates, with business assets included, show that the top 2 percent of 
their wealth distribution held only 26 percent of the wealth they 
identified. We may view this as probably a minimum estimate of 
the degree of concentration in the wealth distribution, although we 
note in passing that the Census Bureau estimate is quite consistent 
with the 1976 wealth data, the last obtained through the use of the 
estate-multiplier technique. 

The Impact of Pension Funds on the Distribution of Wealth 

The 1983 Survey Research Center wealth survey does not include 
the assets of pension funds in the- data. This is understandable 
when the issue of wealth is being approached at the individual 
level. It is quite difficult to accurately assess the value of any one 
individual's equity in a pension plan. However, on a broad group 
basis it is possible to develop estimates of the distribution of these 
assets. Given that the assets of public and private pension funds in 
1983 totaled $1,321.7 billion, which amounts to 16 percent of what 
we feel is a reasonable estimate of total wealth in the United 
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States, it would seem to be important to make some assessment of 
the broad distribution, by wealth class, of pension fund assets. 13 

We approach the problem by distinguishing between pension 
fund assets in private plans and those in public plans. It is reasona- 
ble to expect that the benefits of private plans will be more un- 
equally distributed than those of public plans. For example, the 
Census Bureau wealth survey indicates that about 20 percent of 
the coverage of private plans is among people in the top 10 percent 
of the income distribution. 14 Assuming that the benefits will be 
roughly proportional to the relative income of those covered, we es- 
timate that about 70 percent of private pension fund assets should 
be assigned to the bottom 90 percent of the wealth distribution. 15 
On the basis of this procedure, we assign $625.9 billion of private 
pension fund assets to the bottom 90 percent of the wealth distribu- 
tion and $298.0 billion to the top 10 percent. No attempt is made to 
provide a more detailed breakdown than this. We feel that the as- 
sumptions that would be involved would be too open to question. 

As to public pension fund assets, we assign them strictly on the 
basis of relative income differentials, assigning 73 percent to the 
bottom 90 percent of the wealth distribution and 27 percent to the 
top 10 percent. This translates into an additional $312.1 billion in 
assets for the bottom 90 percent and $115.4 billion for the top 10 
percent. 

Table 15-4 presents four different estimates of the percentage 
distribution of wealth between the top 10 percent and bottom 90 
percent of wealth holders. Included are our "best" estimate of that 
distribution without pension funds included, that estimate with 
pension funds, and the Survey Research Center estimates, with and 
without pension funds included. Our best estimate, with the adjust- 
ment for pension funds, shows that 41.4 percent of wealth is held 
by the bottom 90 percent of wealthholders. This is 46.8 percent 
greater than the Survey Research Center estimate without pension 
funds. This indicates a much more equal distribution of wealth 
than that reported in the Survey Research Center study. 



TABLE 15-4.— VARIOUS ESTIMATES OF DISTRIBUTION OF WEALTH, UNITED STATES, 1983 



(In percent) 


Percentile group 


Our best estimate 


Survey Research Center 




Without pensions With pensions 


Without pensions With pensions 


Top 10 percent 


63.3 58.6 


71.8 67.0 




36.7 41.4 


282 33.0 



Sources: "Concent/ition of Wealth in the United State." Joint Economic Committee, Jury 1986, and authors' calculations. 



While we did not attempt a detailed assignment of pension fund 
assets to the subgroups of the top 10 percent of the wealth distribu- 
tion, it is possible to estimate the broad effect of all the adjust- 
ments that we have made on the wealth holdings of these groups 



13 As reported in Statistical Abstract of the United States, 1986, Table 621. 

14 This »s inferred from data presented in Table J of this study. 

15 In arriving 8t this figure, we assume that the top 10 percent of the income distribution 
receives 27 percent of all income and that 20 percent of all those covered by private pension 
programs are in this group. 
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by proportionally distributing our best estimate, with pension 
funds included, across these groups on the basis of our best esti- 
mate without pension fund adjustments. When this is done, the top 
one-half of 1 percent of the wealth distribution have 23.5 percent, 
the next one-half of 1 percent have 5.2 percent, and the next 9 per- 
cent have 29.9 percent of total wealth. 

Federal Estate and Gift Taxes and Wealth Accumulation 

The 1983 Survey Research Center data are consistent with the 
view that wealth has increased overall by a very significant 
amount in real terms from 1963 onward, and that a larger propor- 
tion of wealth was held by "the rich" as time went on. Moreover, 
the study would lead one to believe the wealth-income ratio stayed 
the same or increased. From 1963 to 1981, Federal estate taxes were 
largely unchanged in a nominal sense, so one would expect tax rev- 
enues to rise as a consequence of both the growth in wealth and 
the increased concentration of large estates, which are taxable at 
much higher rates under the highly progressive rate structure 
under the law prevailing until 1981. In fact, real Federal estate 
revenues fell from 1963 to 1983, despite no dramatic changes in the 
law (the 1981 changes were phased in over several years and did 
not have dramatic effects before 1983). Because of bracket creep, 
the real effective tax rates under the Federal estate tax rose over 
time, yet revenues in a real sense fell. Federal estate and gift tax 
revenues as a percent of nominal GNP fell from 0.37 percent in 
1963 to 0.23 percent in 1981, a decline of nearly 40 percent. This 
adds further evidence supporting the view that the 1983 Survey Re- 
search Center study overstates significantly both the amount of 
wealth and the skewness in its distribution. 

Our earlier discussion essentially is inconsistent with the view 
that we need to raise estate taxes in order to eliminate rising 
wealth inequality," since the best evidence is that wealth inequal- 
ity has not increased over time. In addition, however, the fall in 
real Federal estate tax payments during a period when inflation 
was increasing effective marginal tax rates on those taxes suggests 
a Laffer effect probably was operating in this area, similar to that 
found in the area of income taxation. The extremely high (up to 77 
percent until 1981) marginal tax rates increased tax avoidance ac- 
tivity, as the proliferation of "estate planning seminars" attests. 
Thus, the historical evidence suggests that it is highly unlikely 
that raising estate tax rates would have the intended impact on 
wealth distribution in any case. 

Conclusions 

Our assessment of the possibility of using wealth and the distri- 
bution of wealth as an index of the well-being of the populace of an 
economy is a somewhat pessimistic one. While patterns of wealth 
holding are an intriguing subject to consider, the irregularity with 
which data are collected and the apparent imperfections of the 
data, relative to income data, seem to mitigate against the wide- 
spread use of wealth statistics to evaluate the efficiency and equity 
of an economic system, particularly on a short-term basis. As a 
case in point, we simply note the obvious problems with the Survey 
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Research Center survey of patterns of wealth holding, which seems 
to badly misstate the total volume of wealth, as well as its distribu- 
tion. Fortunately, the 1984 Census Bureau wealth survey appears 
much less suspect and would seem to be the preferred data source 
for any detailed examination of the nature of the current distribu- 
tion of wealth in the United States. 
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XVI. THE DYNAMICS OF WEALTH AND INCOME 
INEQUALITY 

The preceding analysis indicates that the recent Census Bureau 
survey of the ownership of wealth is much more consistent with a 
wide range of other economic statistics and wealth studies than the 
Survey Research Center findings. This opens up the possibility of a 
more extended investigation of the nature of inequality in the dis- 
tribution of wealth and its relationship to inequality in the distri- 
bution of income. The much larger sample size in the Survey of 
Income and Program Participation (SIPP), on which the Census 
report is based, permits more detailed subclassifications of the pop- 
ulation and provides a broader picture of patterns of wealth distri- 
bution. 

Overall Inequality in the Distribution of Wealth 

The detail in the Census data is sufficient to permit the calcula- 
tion of of a straightforward index of wealth concentration (a Gini 
coefficient). We have done this, using the information shown in 
Table 16-1, obtaining a value of 0.688. This is substantially larger 
than the index of income concentration for 1984 of 0.383, which is 
not unexpected. It is widely recognized that wealth is more un- 
equally concentrated than income. An important factor in account- 
ing for the greater inequality in the distribution of wealth is the 
fact that it is a stock of assets, accumulated over a long period of 
time, whereas income is a flow which occurs in a specific time in- 
terval. The stock dimension of wealth means that the period of 
time in which it has been amassed differs for individuals within an 
economy. Some people have had only a few years to accumulate 
wealth while others have had almost a full lifetime. This character- 
istic of the wealth measure introduces an element of y< riability 
that is less present when an annual flow of income is being consid- 
eiad. 

TABLE 16-1.— PERCENTAGE DISTRIBUTION OF HOUSEHOLDS AND TOTAL NET WORTH, BY 
HOUSEHOLD NET WORTH, UNITED STATES, 1984 

u*,.,^ «*» Pet cent ol tanl ol total 

Household net worth touseholds net worth 

Less than $10,000 32.68 0.49 

$10,000 to $24.999 12.37 2.64 

$25,000 to $49.999 - 14.47 6.73 

$50,000 to $99.999 19.26 17.53 

$100,000 to $249.999.. 15.31 29.57 

$250,000 to $499.999 4 01 17.16 

$500,000 and over K91 25JJ7 

Total 1 10000 « 100.00 

1 SubcUssifatiorc do not add to 10000 doe to rounding error 

Source US Department ol Commerce. Bureau ot the Census 'Household Wealth and Asset (tonersrw) 1984. Current Population Report*, series 
P-70. No 7 (Washington. DC US Government Printing Office. 1985), feWtt 2 and 3; and authors cafcuiaiws 
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To illustrate the impact of the stock dimension of wealth on the 
distribution of wealth at a single point in time, mean net worth es- 
timates, by age of asset owners, are shown in Table 16-2. Data are 
available for seven age classifications and they portray what may 
be thought of as "the life-cycle" of wealth accumulation. In gener- 
al, people begin their lives with relatively little wealth, acquire 
more of it with the passage of time, and then consume a portion of 
that wealth in their declining years. It is a pattern similar to that 
observed with income, although the lifetime variation in wealth 
holdings is far greater than that for income, as is shown by the life 
cycle income data that-are also included in Table 16-2. 

TABLE 16-2.— MEDIAN NET WORTH AND MEDIAN FAMILY INCOME BY AGE OF HOUSEHOLDER, 

UNITED STATES, 1984 

AgeofhousehoWer Median netwxth M «T|jnjamdy 

15 to 34 u 55,764 $24,141 

35 to 44 35,581 33.389 

45 to 54 56,791 36,003 

55 to b\ 73,664 30,516 

|o 69 66(62 n 

70 to 74 60,573 18,279 

75 and over - „ 55,178 J 

Sources, US Department of Commerce. Bureau ol the Census "Household Wealth and Asse! (Kvnersftp- 1984," Current PopuJatw Reports, 
series P-70. No 7 (Wastagton. DC US Government Prating Office, 1985], Tabte E, US Department ol Commerce. 3ureau of the Census, 
f Mooey Income of Households, farmte. and Persons a the Uuted States 19S4" Current Population Reports, series P-60. No 151 (Wasfuncton, 
DC. US. Government Printing Of fee. 1985), TaV* 8; and authors" calculations 

The Effect of the "Life-Cycle" on Observed Inequality in the 
Distribution of Wealth 

The pronounced "life-cycle" pattern in wealth holdings makes 
the simple Gini coefficient index of concentration a simplistic and 
misleading measure of the degree of inequality in the distribution 
of wealth. To illustrate the nature of the problem, imagine a world 
in which everyone has exactly the same amount of wealth at a 
similar point in their life but substantial life-cycle effects are 
present. If the distribution of wealth in this egalitarian society is 
observed at a single point in time, there will appear to be a signifi- 
cant degree of inequality even though everyone fares the same over 
the course of their existence. 

How important is this source of wealth inequality in the United 
States? In a quantitative sense, it accounts for almost 43 percent of 
the inequality found in the 1984 Census survey, A Gini index of 
wealth concentration for that year, calculated on the basis of an as- 
sumption that everyone in a particular age class had wealth hold- 
ings equal to the mean for that group, has the value 0,296, 1 Thus, 
only 0.392 of the simple index of wealth concentration is attributa- 
ble to sources of inequality other than life-cycle effects. Clearly, ab- 
stracting from the distorting effects of the life-cycle in wealth accu- 



• This calculation is in the spirit of the procedure described in Morton Paglin, "The Measure- 
ment and Trend of Inequality A Basic Revision," American Economic Review, September 1973. 



ERIC 



121 



114 



mulation gives quite a different picture of the pattern of inequality 
in wealth holdings in the United States. 

Other Lifetime Effects on Wealth Inequality 

The residual, non-life-cycle, portion of the index of wealth con- 
centration is a maximum estimate of the degree on wealth inequal- 
ity on a lifetime basis. It implicitly assumes that everyone main- 
tains exactly the same relative position in the wealth distribution 
over time that they hold at the time that distribution is observed. 
In reality, some people move upwards and others move downwards 
in the wealth distribution as time passes. These changes in "posi- 
tion" in the wealth hierarchy tend to reduce lifetime inequality. In 
the absence of detailed cohort type data which would describe spe- 
cific individuals' lifetime patterns of wealth accumulation, it is im- 
possible to assess exactly how much of a reduction in wealth, in- 
equality this phenomenon produces. However, one investigation of 
its impact in "smoothing" income distributions through time indi- 
cates that perhap as much as one-fourth of the residual inequality 
observed after the pure life-cycle effects are accounted for disap- 
pears as the result of lifetime changes in relative position within 
the income distribution. 2 

There is evidence in the detailed Census Bureau wealth data 
that is quite consistent with the existence of a "smoothing out" of 
wealth inequality in the course of peoples' lifetime. A very simple 
measure of the degree of inequality in the distribution of wealth 
can be obtained by comparing median and mean estimates of 
wealth holdings. Wealth distributions are quite skewed in charac- 
ter and, consequently, mean wealth for particular groups exceeds 
the rned'an. The ratio of mean to median wealth within a group is 
an indicator of the degree of skewness, and the amount of inequal- 
ity, in the particular distribution. The greater the mean estimate 
of wealth, relative to the median, the more skewed and the more 
unequal is the distribution. 

Both mean and median estimates of wealth are available in the 
1984 data for the various age classifications already reported. 
These are shown in Table 16-3, along with the ratio of the mean to 
the median estimate of wealth holdings by age group. The pattern 
is clear. The divergence between the mean and the median de- 
creases as you move from younger to older age groups, suggesting 
that wealth inequality decreases with increasing age. The rank 
order correlation between age and the ratio of mean to median 
wealth is -0.93. 

TABLE 16-3.— MEDIAN AND MEAN NET WORTH AND RATID OF MEAN TO MEDIAN NET WORTH, BY 
AGE OF HOUSEHOLDER, UNITED STATES, 1984 



8 See Lowell E. Gallaway, "The Folklore of Unemployment and Poverty," In Governmental 
Controls and the Free Market: The U.S. Economy in the 1970's, Svetozar Fejovich, ed. (College 
Station, TX: Texas A.&M. University Press, 1976), pp. 52-53. 



Age of houseWder 



Median net worth Mean net worth 



Ratio of mean to 
median net worth 



15 to 34. 
35 to 44, 



55,764 
35,581 



$22,703 
69.480 



3.94 
1.95 
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TABLE 16-3.— MEDIAN AND MEAN NET WORTH AND RATIO OF MEAN TO MEDIAN NET WORTH, BY 
AGE OF HOUSEHOLDER, UNITED STATES, 1984— Continued 



ApoltousehcUer Median net worth Meannetworth ^^ng^rtft 

45 to 54 56,791 115,263 2.03 

55 to 64 73,664 130,498 1.77 

65 to 69 66,621 125,420 1.88 

70 to 74 60,573 103,435 1.71 

75 and over 55,178 90,189 1.63 

Secret! US. Department of Commerce, Bureau of the Census, "Household Weatth and Asset Ownershp 1984, Current PopuUton Reports senes 
P-70. No 7 (Wastotfon, DC: US. Government Prmtaj Office, 1986), Tables 2 and 3: and authors- cataiWcns. 

The Relationship Between Wealth and Income 

In its report of the 1984 SIPP survey of wealth, the Census 
Bureau notes that, "* * * wealth holdings are concentrated in the 
top of the income distribution/' 3 One cannot quarrel with the 
statement as a description of fact. Table 16-4 contains the perti- 
nent data. There is an obvious association between income and 
wealth. However, it is a relationship that must be interpreted cau- 
tiously. As we have already noted, there are life-cycles in both 
income and wealth accumulation. Consequently, a part of the per- 
ceived relationship between income and wealth can be attributed to 
the life-cycle patterns present in both measures of economic status. 

TABLE 16-4. — MEDIAN AND MEAN NET WORTH AND PERCENT OF TOTAL NET WORTH FOR 
HOUSEHOLDS, BY HOUSEHOLD MONTHLY INCOME, UNITED STATES, 1984 

MwlhV r<cs^ income Median net worth Mean net worth P *£f^ lil 

Less than $900 55,080 $29,659 9.7 

$900 to $1,999 24,647 52,719 20.5 

$2,000 to $3.999 46,744 80,074 31.8 

$4,000 and over 123,474 242,055 38.0 

Total 32,677 78,734 100.0 

Sour* US. Department of Commerce, Bureau of the Census, "Household Wealth and Asset ftmersh* 1984." Current Ponton Reports, series 
P-70, No. i (WashmUw, DC- US. Government Pnnt*j Office. 19S6), Tables 6 and 3. 

The Census Bureau reports information on both median net 
worth and median family income, by age, for the SIPP survey of 
wealth and asset ownership. Information is available for seven dif- 
ferent age classes and it is shown in Table 16-5.4 4 A brief exami- 
nation of these data does not reveal a clear-cut pattern between 
wealth and income holdings. The rank order correlation between 
median income and median net worth is —0.07, a statistically in- 
significant relationship in the wrong direction. A more sophisticat- 
ed analysis, employing two-stage least-squares regression tech- 
niques and controlling for the impact of lifecycle effects by intro- 
ducing age in a quadratic fashion, confirms this impression. Wheth- 
er the dependent variable is income or net worth, when the effect 



3 U.S. Department of Commerce, Bureau of the Census. "Household Wealth and Asset Owner- 
ship: 1984/ Current Population Reports, Household Economic Studies, series P-70, No. 7 (Wash- 
ington, DC: U.S. Government Printing Office, 1986), p. 2. 

*Ibid, Table E, p. 4. 
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of age is controlled for, the relationship between income and net 
worth is not statistically significant. 

TABLE 16-5.— MEDIAN NET WORTH AND MEDIAN MONTHLY HOUSEHOLD INCOME, BY AGE OF 
HOUSEHOLDER, UNITED STATES, 1984 



Apc4 householder Median net wortH S^Se 



15 to 34 55,764 51,596 

35 io 44 35.581 2,238 

4S in 54 56,791 2,381 

55 to 64 73,664 1,822 

65 to 69 66,621 1,306 

70!o/4 60,573 1,022 

75 and over 55,178 828 



Source: U S U*attment ol Cermet. Bureau of the Census. "Household Weattn and Asset Ownership- 1984." Current Population Reports, series 
P-70. So, 7 (WasNntfor., DC: US. Government Prmtift| Office. 1986), Tatfe L 

This somewhat surprising finding is confirmed by analysis of a 
second set of data reported in the Census survey. It gives informa- 
tion on median household income and median net worth, by age, 
marital status of the householder, and sex of the householder when 
unmarried. 5 When these data are analyzed in the same fashion, in- 
troducing variables to control for householder marital status and 
sex, similar results are obtained. The dominant factors in explain- 
ing patterns of income and net worth are age and householder 
status. The linkage between household income and net worth is 
statistically insignificant. 

The Importance of Property Income 

The weakness of the relationship between net worth and income 
becomes more understandable when the relative importance of the 
income generated by assets is taken into consideration. The Bureau 
of the Centos income statistics for 1984 for persons 15 years of age 
and older, by type of income, are summarized in Table 16-6. 6 They 
show that only 8.1 percent of income "a the United States is in the 
category called p> operty income, defined as including dividends, in- 
terest, net rental income, income from estates and trusts, and net 
royalties. Of course, it can be argued that this understates the im- 
portance of property income since at least a part of the earnings of 
the self-employed should be regarded as being derived from wealth. 
However, the total income from self-employment activities in 1984 
amounts to only 5.5 percent of all income. If half of thai income is 
ascribed to property holdings, total property income wou.d still ac- 
count for only a little more than 10 percent of all income. Of 
course, the major source of income in the United States is wages 
and salaries, which are 73.3 percent of all income. The remainder 
is largely transfer payment type income, which amounts to 13.1 
percent of the total. 



v iuiu., luuie i, u. „ , 

6 These data are derived from U.S. Department of Commerce, Bureau of the Census, Money 
Income of Households, Families, and Persons in the United States: 1984," Current Population 
Reports, series P-60, No. 151 (Washington, DC: U.S. Government Printing Office, 1986), Table 
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TABLE 16-6.— INCOME AND PERCENT OF INCOME, BY TYPE OF INCOME, PERSONS, UNITED STATES, 

1984 

(Dollar anw.,* in tfc>) 

Type ol income A)™! 0 ' ^cent ol total 
_ income income 

Wage or salary $1,7?0.8 73.3 

Self employment 135.3 55 

Property 194.8 8.1 

Transfer and other 316.5 13.1 

Total 2,417.4 100.0 

Sources. US Department of fommerc*. Bureau of the Census, "Money income of Households. Fami&es. and Persons in the United States 1984/" 
Client Population Reports, senes P-£9. No. 151 (Wasteful, DC US Government Printing Otto. 1986), Table 35, and authors' calculations 

Further attenuating the relationship between income and asset 
holdings is the fact that property income is widely, albeit unequal- 
ly, received in the United States. In 1984, it is estimated that 102 
million persons aged 15 and over were the recipients of property 
income. The bulk of them had relatively small amounts of such 
income. For example, about 72 million received less than $1,000. 
However, collectively, we estimate that they account for about $15 
billion of all property income. Moving up the scale, those who re- 
ceived more than $1,000 but less than $2,000 in property income 
claimed another $14 billion. From $2,000 to $5,000, another $34.7 
billion is accounted for and the $5,000 to $10,000 group accounts for 
$35.2 billion. All told, oyer one-half the property income in 1984 
went to people who received less than $10,000 in income of this 
type. 1 These statistics are summarized in Table 16-7. As to self-em- 
ployment income, the Census Bureau estimates that 12,373,000 per- 
sons aged 15 or older had such income. Of them, only 1,818,000 had 
self-employment income in excess of $25,000 for the year. In short, 
there is relatively little property income in the United States and it 
is widely dispersed. 

TACLE 16-7.— NUMBER WITH, TOTAL AMOUNT OF, AND PERCENTAGE DISTRIBUTION OF PROPERTY 
INCOME, BY HOUSEHOLD AND AMOUNT RECEIVED, UNITED STATES, 1984 

(Dollar amounts in ttSons) 

tot of property Income fcxXth To HS nt JSlJl 

(thousands) rectiveo property income 

Less than $1,000 71,805 15.1 7.7 

$1,000 to $1.999 9.657 14.0 7.2 

$2,000 to $4,999 10,958 34.7 17.8 

$5,000 to $9.999 5,143 35.2 18.1 

$10,000 and over 4^613 95J) 4M 

Total 1 102,175 194.8 1000 

1 Sutdassifcatons do not add to total due to founding etior. 

Sources US Department 0! Commerce. Bureau ol the Census, Money Income ol Households, famies. and Persons in the United States 1984," 
Current Population Reports. P-60 series. No 151 (Wash^jton. DC US Government Pnntag Office. 1986), Table 35, and authors calculations. 

* Ibid. 



ERIC :: 125 



118 



The Sources of High Incomes 

The relative unimportance of property income as a source of af- 
fluence is also illustrated by a comparison of the income generating 
activities of households with 1984 incomes of $50,000 or more with 
those with incomes of less than $50,000 in 1984. The $50,000 dis- 
tinction has been selected because (1) it very closely approximates 
the $4,000 per month or more of household income category em- 
ployed by the Census Bureau in the SIPP survey of wealth and (2) 
it includes roughly the top 10 percent of all households in 1984. To 
the extent the top 10 percent of the income distribution corre- 
sponds to the top 10 percent of the wealth distribution, this is the 
group categorized as being "rich," or more, in the earlier study of 
the distribution of wealth released by the Joint Economic Commit- 
tee. 

The pertinent comparisons are presented in Table 16-8. We 
begin by observing that the high-income households, show a greater 
incidence of reliance on earnings related types of income-generat- 
ing activity; 96.2 percent of the high-income households have earn- 
ings compared to only 76.9 percent of other households. This means 
that fewer than 4 percent of high-income households had no earn- 
ings v/hile almost one-fourth of other households were in this cate- 
gory. To be sure, a greater percentage of high-income households 
have property income, 92.2 versus 61.8 percent, but there is much 
less sole reliance on property as a source of nontransfer income 
than among other households. Only 3.7 percent of high-income 
households had property income and no earnings. Among other 
households, though, 13.4 percent had property income without 
earnings. Apparently, the dominant characteristic of the affluent 
in American society is work activity. 

TABLE 16-8.— TYPE OF INCOME, BY HOUSEHOLD ANO ANNUAL H0USEH0L0 INCOME, UNITED 

STATES, 1984 

Household income 

less than $50.000 $50,000 or more 

Type of inccne " . ~ 

Percent cf =M Pwcwtof 
fcusehoUs haSdds JP^fe households 
(thousands) (thousands) 

Famine* 62,742 76.9 10,213 96.2 

WagewSy 60,012 73.5 9,819 92.5 

Earnings tfcjt are only from self employment 2,690 3.4 394 3.7 

Propel 50,450 61.8 9,782 92.2 

Property biit no earnings 10,958 13.4 396 3.7 

NoWMfttt 18,871 23.1 412 3.8 

TftlaL 81,613 1 100.0 10,615 1 100.0 

« Subdasaficabons do not add to 100 0 due to overt^ni cf category definite 

Scutes, us. Department of Commerce, Bureau of the Census, "Money Income of H«^. Mes. and Pefsons m the Urated States. 1981. 
"tol^baVRirts, series P-60. No. 151 (Washington, DC ol Government Prntag Office, 1986). laWe 35, and authors calculations. 



Conclusions 

We have extended the analysis of wealth and income inequality 
in the United States in a variety of directions. The results can be 
summarized as follows: 



ERIC 



126 



119 



(1) Much of the observed inequality in the distribution of 
wealth in the United States Is the product of life-cycie patterns 
of wealth accumulation. By itself, the life-cycle effects will ac- 
count for 43 percent of nominal inequality in the wealth distri- 
bution. 

(2) There is evidence of a "smoothing out" of variations in 
wealth holdings over the course of peoples' lifetimes. This has 
the effect of reducing the amount of lifetime inequality in 
access to wealth pven further. 

(3) The linkage between wealth and income is quite tenuous. 
When the effects of age and other factors that impact on the 
process of wealth accumulation are controlled for, there is no 
systematic association between wealth holdings and household 
income. 

(4) Income derived from wealth holdings is a relatively unim- 
portant source of total income, accounting for, at best, about 10 
percent of all income. 8 . 

(5) About one-half of income defined as property income by 
the Census Bureau is received by people whose income of this 
sort is less than $10,000 year. 

(6) Those with relatively high incomes show a higher inci- 
dence of income derived from earnings and a smaller propensi- 
ty to have property income and no earnings. 

8 Under an expanded definition of income incorporating imputed incomes to homes and other 
non-income-generating forms of wealth, as well as unrealized capital gains, the proportion would 
be somewhat larger, but still far less than that attributed to labor related income. 
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XVII. IMPLICATIONS FOR POLICY 



Several major themes run throughout this study. First, income is 
the best measure of economic progress and prosperity. Alternative 
measures, such as wealth, are inferior from the standpoint of data 
reliability and, based on the best evidence currently available, in 
any case show no markedly different trends than observed with 
income. Second, people respond importantly to incentives in 
making economic decisions. This was first demonstrated in Chapter 
IV, with respect to taxes, but is repeated frequently in the discus- 
sion of poverty and welfare that follows. The law of supply is a 
factor that must be reckoned with in determining public policy. If 
you tax something, generally you get less of it (e.g., income); if you 
subsidize something, generally you get more of it (e.g., poverty). 

A third theme follows from the second. Often public policy has 
led to results far different than what was intended, because incen- 
tive effects were not sufficiently heeded in initial policy determina- 
tions. This is observed with respect to taxes, where increases in 
taxes on the rich, such as the higher capital gains taxes of the sev- 
enties, led to reduced tax payments from the group, and where tax 
reductions in the eighties led to unanticipated very substantial 
shifts in the tax burden toward the wealthy. It is seen even more 
vividly with respect to our poverty policies. Increased welfare pay- 
ments beyond a certain moderate level led people to "choose to be 
poor," foregoing work activity for a nearly as remunerative option 
of nonwork under the welfare system. Those payments in many 
cases are not available where traditional family relationships exist, 
so they have worked to alter and many cases destroy traditional 
family relationships, giving rise to increased divorce, single parent 
families, illegitimacy and abortion. , 

Fourth, the m^jor cause of economic inequality in the United 
States is variation in labor force participation. A very large majori- 
ty of income in this country is in the form of remuneration for 
labor services, and there is accordingly a striking correlation be- 
tween economic success and the intensity of work effort. 

With these trends in mind, this examination of poverty, income 
and wealth growth and its distribution has both positive and nega- 
tive dimensions. On the positive side, economic growth in the 
United States has been far greater and more widely dispersed than 
some accounts suggest. Although there may have been some slow- 
ing in growth rates in the past decade or so, families and individ- 
uals are generally materially better off now than ever before. It is 
worth noting that income growth rates have slowed noticeably in 
most of the industrial democracies in the 1980's, and the American 
economic performance relative to other countries in recent years 
has been quite respectable. For example, during the 5-year period 
1981-85, the United States' real GNP growth exceeded West Ger- 

(120) 
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many's, France's and Italy's in 4 of the years. 1 Moreover, although 
regional disparities in growth exist, economic growth has been 
widely dispersed across areas. 

Unfortunately, there is another less positive dimension. Our eco- 
nomic growth and, even more, labor productivity growth since 1970 
has been somewhat below that observed in the quarter century 
before that date. Further, the trend toward greater equality in in- 
comes, and possibly wealth, has halted and reversed somewhat in 
the past decade, although the magnitude of the reversal is not as 
clear as simple measures like the Gini coefficient indicate. Worst, 
poverty persists in America, seemingly resistant to reduction 
through either economic growth or governmental income transfer 
programs. 

The theory and empirical evidence- above clearly suggest that 
there is a strong association between the amount of work effort 
and the incidence of poverty. Unfortunately, the work disincentive 
effects of current poverty programs are so substantial as to raise 
rather than lower poverty rates; they seem to also increase income 
inequality and retard economic growth. 2 There is a significant neg- 
ative statistical correlation between the incidence of work effort 
and the amount of public assistance in a given area. 3 This is 
hardly surprising given the fact that in many instances a poor 
person must give up 70, 80, or even 100 cents in welfare benefits 
for each dollar of income earned from work. 

Various approaches to increasing work participation of welfare 
recipients in the labor force have been expounded. Some involve 
voluntary behaviorial shifts: these involve extending a "carrot" to 
the poor. Other approaches are mandatory, involving the use of a 
"stick." A "stick" approach is to require able bodied recipients to 
work for their welfare check. Variants of this approach include 
mandatory training to increase the marketability or the labor skills 
of poor persons. These approaches certainly are worth considering, 
and "workfare" in various forms has been at least nominally im- 
plemented in most States. 

The research in this study, however, points to at least the possi- 
bility that alternative approaches may be worth trying, ones that 
do not require the establishment of new adminstrative structures 
or enforcement mechanism With these approaches, public policy 
is directed to trying to induce welfare recipients to enter the labor 
force voluntarily. 

Our analysis leads us to believe that any meaningful change in 
the system should reduce the debilitating disincentive effects on 
work in oruer to induce voluntary enhanced labor force participa- 
tion. As our chapter on the income tax burden showed, wnen mar- 
ginal tax rates get beyond 50 percent, human behavior is powerful- 
ly impacted. A sharp lowering of the marginal "tax" rate on the 



1 Economic Report of the President. 1986 (Washington: GPO, 1986), p. 278. 

2 This conclusion, of course, is far from universally accepted by all scholars. A representative 
recent study that argues that welfare programs have not had a severe negative impact on pover- 
ty is David T. Ellwood and Lawrence H. Summers, "Poverty in America: Is Welfare the Answer 
or the Problem?" Working Paper No. 1711, National Bureau of Economic Research (Cambridge, 
MA: National Bureau of Economic Research, October 1985). 

3 This is revealed in cross-sectional examination of the 1980 Census data on the work activi- 
ties of the poor population. Regressions reveal a negative correlation between public assistance 
and the extent of labor force participation among the poor. 
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poor (manifested in welfare benefits sacrificed by working) would 
seem like an important prerequisite to increasing labor force par- 
ticipation among lower income Americans. 

Lowering: marginal tax rates for welfare participants can be done 
in a variety of ways, some reducing public assistance expenditures, 
some increasing it A "conservative, approach would be to reduce 
maximum public assistance benefit levels from what current law 
provides, but also greatly reduce the loss of welfare income associ- 
ated with each additional dollar of work income. For example, sup- 
pose in some State maximum welfare benefits for a given family 
are $600 a month (where there is no other income), but benefit eli- 
gibility is ended at $1,000 monthly income. Thus a $1,000 a month 
worker pays a 60 percent tax ($600) in welfare benefits foregone by 
working. Lowering the maximum benefit to $400 and continuing to 
phase out benefits at $1,000 would lower the tax to 40 percent. 

This approach would save taxpayers money while increasing 
labor force participation and reducing alienation of poor people to 
the world of work. Some would argue, however, it is "unfair" or 
would cause hardships. Accordingly, an alternative, "liberal" ap- 
roach would be to maintain maximum benefits at current levels 
ut to reduce benefits more slowly as work income rises, in effect 
raising the ceiling income necessary for welfare eligibility. In the 
previous example, the maximum benefit would be kept at $600 but 
welfare payments would be phased out until work income reached 
a higher level, say $1,250 a month. In this case, the marginal tax 
rate would fall from 60 to 48 percent. This approach would be far 
more costly, but still would involve some marginal reduction in the 
"tax" associated with working. 

A political compromise may be possible, acceptable to both liber- 
als and conservatives, that involves both some reduction in maxi- 
mum benefit levels and some increase in the income threshold de- 
termining welfare eligibility. Using the previous example, perhaps 
maximum benefits would be lowered to $500 but the earnings 
threshold used to deny eligibility would be raised to $1,250, lower- 
ing the marginal rate to 40 percent. In addition, of course, changes 
in Federal income taxation such as those enacted as a consequence 
of the historic 1986 tax debates can serve to lower the explicit 
income tax burden of the working poor without reducing incomes 
for the nonpoor (indeed, those incomes should also increase). 

A part of the poverty population does not have work as a viable 
opcion, because of disability imposed by physical or mental condi- 
tion or age. An entirely different, and possibly far more generous, 
payment system might be appropriate for this group that is not 
facing a "work tax ,T by receiving public assistance. At the same 
time, in order to avoid fraud, potentially very likely in any system 
with two sets of payments, care must be exercised in narrowly de- 
fining and verifying the nonemployable categories of persons re- 
ceiving the financially more lucrative form of public assistance. 

The poor record of success with public asisistance programs along 
with the evidence of "crowding out" of private philanthropy sug- 
gests new approaches might be made to ^privatize" public charity 
to some extent. A mere reduction in public expenditures in this 
area would partially accomplish this, an approach consistent with 
the "conservative" option for reducing marginal "tax" payments 
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on work income discussed above. In addition, perhaps greater use 
could be made of tax credit schemes where the taxpayer designates 
the charitable use (possibly even naming a deserving disadvantaged 
family) for which he or she wants part of his or her tax dollars di- 
verted. Not only would this stimulate giving, but might lead to im- 
proved targeting of aid. Similarly, on the expenditure side, schemes 
such as selling public housing to occupants would seem to be a pos- 
sible means ot reducing any inefficiencies associated with the 
public nature of transfer programs, although we have not exam- 
ined this issue explicitly. 

Not onty does the current welfare system reduce incentives to 
work, it also increases incentives to engage in social behavior that 
a majority of society's population probably finds undesirable, such 
as unmarried teenage pregnancy. The welfare system has under- 
mined the traditional family structure, and any welfare reform 
should deal with this issue. In this connection, perhaps all public 
assistance should be denied persons under 18; perhaps benefits 
should not be tied to the marital status of the household head as it 
often is at present. Certainly a strong case can be made for elimi- 
nating the system's current provision of additional payments when 
additional children are produced. The baby-producing subsidy 
would seem to aggrevate poverty by reducing labor force participa- 
tion, independent of issues related to the living environment in 
which the child is reared. It may seem incongruous that the Ameri- 
can public welfare system simultaneously subsidizes both the cre- 
ation of life (via AFDC and other payments for additional children) 
and, some would say, its destruction through cash subsidies for 
abortion. 

A major problem arises from mistargeting of benefits. Two issues 
arise: many people receive benefits who are not in any sense eco- 
nomically destitute, and a relatively small number of genuinely 
poor people absorb a large percentage of public expenditures for 
income transfers because of their long-term dependency on bene- 
fits. 4 

Dealing with of the problem of undeserving beneficiaries is not 
simple, and some possible "solutions" may create severe new 
issues. For example, often the problem can be relieved by giving 
welfare administrators flexibility in determining eligibility, but 
that in turn mightan some instances lead to charges of favoritism, 
politicization, etc. Some experiments in rewarding administrators 
according to the amount that they reduce, say, the poverty rate, 
per dollar of public assistance moneys expended might be worth- 



4 The question of welfare dependency has been extensively examined by many researchers. 
For a good survey of the literature, see Greg J. Duncan and Saul D. Hoffman, "Welfare Dynam- 
ics and the Nature of Need/' to be published in a forthcoming issue of the Cato Journal, spring/ 
summer, 1986. A few other representative studies include Richard D. Coe, "Dependency and Pov- 
erty in the Short and Long Run," in Greg J. Duncan and James N. Morgan, eds., "Five Thou- 
sand American Families: Patterns of Economic Progress" (Ann Arbor: Institute for Social Re- 
search, 1978); David T. Ellwood, "Targeting the Wou!d«Be Long Term Recipient of AFDC: Who 
Should Be Served?" (Cambridge, Mass.: Harvard University, photocopied, 1984): Victor R. Fuchs, 
"How We Live" (Cambridge: Harvard University Press, 1983); and June A. 0 Neill et. al.. "An 
Analysis of Time on Welfare," Report to ASPE/Department of Health and Human Services 
(Washington DC: Urban Institute, June 1984). On the subject of 'targeting" public aid, an excel- 
lent discussion of some of the political problems may be found in Russell D. Roberts, "A Positive 
Model of Private Charity and Public Transfers," Journal of Political Economy, February 1984, 
pp. 136-148. 
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while. Incentives (bonuses) might be given to welfare workers who 
seem to be particularly effective in channeling aid to the truly 
needy, although there are severe measurement and administrative 
problems to such an approach. At the same time, the current 
system does not reward welfare entrepreneurship" or innovation. 
The Federal tax credit to individual citizens for payments to the 
needy or private welfare organizations would at least lead to some 
targeting in assistance in accord with the wishes of the taxpayer 
citizenry. At the same time, of course, this would reduce tax reve- 
nues. 

A large proportion of public assistance moneys go to a relatively 
modest number of people who have received assistance for many 
years. 5 To deal with this phenomenon, incentives could be devised 
to reduce drastically this long-term welfare dependency. Perhaps 
public assistance should be considered a temporary "helping 
hand," irnch like unemployment compensation, with payments 
continuing" only for a fixed time period, except for those perma- 
nently disabled. An alternative would be to gradually reduce bene- 
fits after a period of perhaps 3 to 6 months of relatively high-level 
benefits. This would serve to gradually reduce the "work tax" asso- 
ciated with welfare or, put differently, raise the cost of remaining 
on nonwork related welfare rolls. 



The suggestions above involve essentially maintaining the cur- 
rent welfare system but changing some of the rules under wLich it 
operates. An alternative would be to eliminate, for the most part, 
the current institutional framework in which public assistance is 
given and begin with a new, presumably simplified system. Because 
of the severe political problems associated with any radicial 
change, such schemes usually are dismissed, yet they often offer 
possibilities for real improvements. 

The most radicial possibility would be to simply get out of the 
welfare business completely at the Federal level, lowering taxes by 
the amount expended currently on such programs. An alternative 
would be to use the revenues saved to fund a tax credit provision 
for private contributions for assistance to the needy. State and 
local governments that believe massive public assistance programs 
are necessary to help the disadvantaged could continue to offer a 
major array of services, while other States worried about the work 
disincentive effects and costs could offer more modest services. 
Such a proposal might not have the devastating impact that would 
seem likely at first glance. Part of any reduced Federal welfare 
spending would undoubtably be replaced by State and local spend- 
ing, and part would be replaced by private charity that has been 
crowded out in recent years by Great Society type programs. More- 
over, because of the targeting problem, some of the funds currently 
spent on public assistance are inappropriately spent anyways, and 
probably should not be continued in any revised welfare scheme. 
Most important, the evidence is clear that faced with reduced 
public assistance income, many recipients would very substantially 



5 See Duncan and Hoffman, "Welfare Dynamics • * op. cit. 



Alternatives for More Fundamental Reform 




125 



increase their rate of labor force participation, in some cases to the 
point that their cash incomes would rise significantly over existing 
levels. Although there would be some very important transitional 
problems, it is possible that, in the long run, poverty under this 
option would be as low or lower than under the current system. 
However, we would note that our analysis does suggest that Feder- 
al aid had a poverty-reducing impact when it was dispensed in rela- 
tively modest amounts (until the early 1970's). 

Other options include a negative income tax scheme (popularized 
by Milton Friedman) that would provide for Federal payments 
when income falls below a certain threshold level. Such a scheme 
could lead to enormous administrative savings, reduce the target- 
ing problem and eliminate the complexity that keeps some poor 
away from seeking benefits. At the same time, however, any nega- 
tive income tax does impose a marginal "tax" on work effort, al- 
though it could be reduced from the implicit marginal tax prevail- 
ing under current arrangements. 

One final "radical" option we would mention would be to insti- 
tute a lifetime voucher system that gives all citizens coupons at the 
age of majority which could be redeemable for cash assistance 
during periods of distress in one's life. Only a fixed number of cou- 
pons would be issued to each individual, so each person would 
know in advance to what extent public aid was available during 
one's lifetime. A citizen not using her or his coupons would be re- 
warded at retirement with a boost in the Social Security pension 
(upon redeeming the unused coupoas); a person who exhausted his 
or her coupons could only get minimal subsistence payments in 
return for full-time public service work from the Federal Govern- 
ment. (Private charity, of course, could be available as well for 
such individuals), A person who exhausted his or her coupons, 
could, however, obtain new coupons by working full time for a spe- 
cific time period, adding to the incentives to work. Such a system 
would almost certainly reduce sharply the work disincentives exist- 
ing with the current system, and it has a certain equalitarian 
equity in that every person is treated exactly the same beginning 
at the age of majority. Exceptions, of course, would be made for 
peisons who become permanently disabled after achieving the age 
of majority. 

While many alternative solutions exist, the important thing is to 
begin the process of serious reevaluation of our system of public as- 
sistance. The research within this study has been necessarily some- 
what selective in nature, not discussing such important topics as 
Social Security, for example. The possible reforms discussed above 
are likewise merely suggestive. Both theory and evidence, however, 
tell us that change in the system has the potential to promote both 
economic growth and economic justice for the American people. 

Our system was not designed to be inadequate. Because of unin- 
tended consequences, our expenditure and tax policies often have 
served to have impacts quite different than expected. In particular, 
it has been too often assumed that human behavior would not 
change in the light of changes in incentives and disincentives in- 
duced by public policy. Recognition of these incentive and disincen- 
tive effects can help us develop positive alternatives to our current 
public policies relating to income distribution and poverty. 
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